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COMMODITY  FUTURES  TRADING 
COMMISSION 
[  17  CFR  Part  1  ] 

FUTURES  COMMISSION  MERCHANTS 

Minimum  Financial  Requirements; 

Proposed  Rulemaking 

AGENCY:  Commodity  Futures  Trading 
Commission. 

ACTION:  Proposed  rulemaking. 

SUMMARY:  The  proposed  rule  changes 
would  amend  the  minimum  flnttnr in.i  re¬ 
quirements  imposed  upon  futures  com¬ 
mission  merchants  and  would  change  the 
computational  formula  used  to  deter¬ 
mine  whether  a  futures  commission  mer¬ 
chant  meets  those  requirements.  These 
revisions  appear  necessary  in  light  of  re¬ 
cent  significant  expansions  in  the  size  of, 
and  changes  in  the  nature  of,  the  com¬ 
modity  futures  trading  industry,  the 
Increase  in  the  number  and  types  of  per¬ 
sons  who  are  subject  to  regulation  by 
the  Commodity  Futures  Trading  Com¬ 
mission,  and  the  resulting  Increased  de¬ 
mands  upon  the  limited  audit  resources 
of  the  Commodity  Futures  Trading  Com¬ 
mission.  In  addition,  many  futures  com¬ 
mission  merchants  are  currently  subject 
to  divergent  and  duplicative  minimum  fi¬ 
nancial  and  related  reporting  require¬ 
ments  which  result  in  unnecessary  costs 
to  registrants  and  substantial  regulatory 
inefficiency.  The  intended  effects  of  the 
proposed  rule  changes  would  be:  (1)  To 
impose  minimum  financial  requirements 
upon  futures  commission  merchants 
which  would  become  the  basis  of  an  ef¬ 
fective  early  warning  system  giving  ad¬ 
vance  notice  of  the  deterioration  of  a 
futures  commission  merchant’s  financial 
condition;  (2)  to  increase  regulatory  ef¬ 
ficiency;  (3)  to  reduce  the  undue  burden 
imposed  upon  futures  commission  mer¬ 
chants  by  duplicative  minimum  financial 
and  related  reporting  requirements  by, 
among  other  things,  enabling  those  fu¬ 
tures  commission  merchants  which  are 
also  reqistered  as  securities  broker-deal¬ 
ers  to  file  the  same  financial  reports 
with  both  the  Commodity  Futures  Trad¬ 
ing  Commission  and  the  Securities  and 
Exchange  Commission;  (4)  to  establish 
a  uniform  computational  formula  for  use 
in  the  futures  industry;  and  (5)  to  fa¬ 
cilitate  the  development  of  a  registered 
futures  association  pursuant  to  section 
17  of  the  Commodity  Exchange  Act,  as 
amended  (7  U.S.G.  21  (Supp.  V,  1975)). 

DATES:  Comments  on  the  proposed  rule 
changes  should  be  submitted  by  Novem¬ 
ber  1,  1977,  to  the  Commodity  Futures 
Trading  Commission,  2033  K  Street,  NW., 
Washington,  D.C.  20581,  Attention: 
Secretariat. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

John  L.  Manley,  Chief  Accountant,  Di¬ 
vision  of  Trading  and  Markets,  Com¬ 
modity  Futures  Trading  Commission, 
2033  K  Street  NW.,  Washington,  D.C. 
20581,  202-254-5218. 


SUPPLEMENTARY  INFORMATION: 

On  October  6,  1976,  the  Commodity  Fu¬ 
tures  Trading  Commission  (‘‘Commis¬ 
sion”)  proposed  amendments  to  98  1.10, 
1.17  and  1.18  of  the  regulations  under  the 
Commodity  Exchange  Act,  as  amended 
(“Act”),  17  CFR  1.10,  1.17  and  1.18,  and 
new  regulations  f.lOa  and  1.16.  41  FR 
45706  (October  15, 1976) .  These  proposals 
would  (1)  require  that  financial  reports 
submitted  by  futures  commission  mer¬ 
chants  (“PCM’s”)  be  audited  annually 
by  independent  public  accountants,  (2) 
increase  the  frequency  of  financial  re¬ 
ports,  (3)  expand  the  content  of  such 
reports,  (4)  require  that  copies  of  these 
annual  reports  be  sent  to  customers,  (5) 
require  that  futures  commission  mer¬ 
chants  compute  their  minimum  capital 
requirements  on  a  monthly  basis,  and  (6) 
make  these  requirements  uniform 
throughout  the  futures  Industry.  In  an¬ 
nouncing  these  proposed  rule  changes, 
the  Commission  stated  that  these  pro¬ 
posals  were  the  first  in  a  series  of  sub¬ 
stantial  revisions  which  would  shortly 
be  proposed  in  the  financial  and  related 
reporting  requirements  Imposed  upon  fu¬ 
tures  commission  merchants  under  com¬ 
mission  regulations.  In  response  to  the 
October  6, 1976  proposals,  numerous  com¬ 
ments  were  received  requesting  that  the 
Commission  publish  all  stages  of  its  pro¬ 
posed  revisions  before  taking  final  action 
on  any  stage.  This  has  been  the  Com¬ 
mission’s  Intent  from  the  outset.  The 
Commission  is  at  this  time  proposing  a 
uniform  minimum  capital  rule  which 
would  be  applicable  to  all  futures  com¬ 
mission  merchants.  Within  the  next  few 
weeks  an  improved  early  warning  system 
based  upon  this  rule  will  also  be  pro¬ 
posed;  and  the  Commission  anticipates 
that  shortly  thereafter  a  rule  will  be  pro¬ 
posed  which  would  permit  the  responsi¬ 
bility  for  monitoring  an  FCM’s  financial 
status  to  be  delegated  to  a  single  con¬ 
tract  market  or  other  self-regulatory 
organization. 

The  Commission  emphasizes  that  the 
proposal  of  these  rules  represents  the 
Initiation  of  extensive,  public  rule-mak¬ 
ing  proceedings  which  the  Commission 
hopes  will  result,  with  the  cooperation 
and  participation  of  the  futures  indus¬ 
try  and  the  public  in  general,  in  the  de¬ 
velopment  of  uniform  financial  stand¬ 
ards  and  related  reporting  requirements 
which  are  particularly  appropriate  for 
the  modem  FCM  community.  The  Com¬ 
mission  intends  to  publish  and  to  con¬ 
duct  public  hearings  on  all  Your  of  these 
proposals  before  taking  final  action  on 
any  of  them.  The  Commission  cannot 
give  sufficient  emphasis  to  the  degree 
of  public  participation  it  desires  in  this 
rule-making  effort.  The  subject  of  mini¬ 
mum  financial  standards  and  related 
reporting  requirements  for  FCM’s  is  by 
its  very  nature  complex,  as  are  the  prob¬ 
lems  with  which  such  standards  and  re¬ 
quirements  must  deal.  Accordingly,  the 
Commission  believes  that  appropriate 
rules  can  be  developed  in  this  area  only 
through  extensive  public  participation 
in  this  rule-making  effort. 


Shortly  after  the  October  6,  1976  pro¬ 
posal,  the  Commission  received  a  joint 
submission  from  the  Chicago  Board  of 
Trade  and  the  Chicago  Mercantile  Ex¬ 
change  ("CBT-CME  proposal”)  propos¬ 
ing  the  adoption  by  those  contract  mar¬ 
kets  of  revised  minimum  financial  stand¬ 
ards  and  related  reporting  requirements 
for  PCM’s  which  are  members  of  those 
exchanges.1  In  addition,  numerous  com¬ 
ments  were  received  in  response  to  the 
Commission’s  October  6,  1976  proposal, 
suggesting  that  the  Commission  adopt 
the  minimum  capital  rule  currently  im¬ 
posed  upon  securities  brokers  and  dealers 
by  the  Securities  and  Exchange  Com¬ 
mission  “(SEC”),  17  CFR  240.15c3-l.  In 
light  of  the  need  for  extensive  public 
participation  in  developing  appropriate 
rules  in  this  area,  the  Commission  be¬ 
lieves  it  is  appropriate  to  request  com¬ 
ment  at  this  time  on  the  CBT-CME  pro¬ 
posal  and  the  SEC’s  minimum  capital 
rule  as  well  as  on  the  proposed  revisions 
to  the  Commission’s  own  minimu  finan¬ 
cial  requirements.  For  convenience,  the 
CBT-CME  proposal  has  been  included  as 
an  appendix  to  this  release.  Copies/)!  the 
SEC  minimum  capital  rule  may  be  ob¬ 
tained  from  any  public  library  which  has 
a  copy  of  the  Code  of  Federal  Regula¬ 
tions  or  from  any  one  of  several  com¬ 
mercial  securities  publishers. 

General  Summary  op  Proposed  Re¬ 
visions  to  the  Commission’s  Minimum 

Financial  Rule 

Hie  Commission  believes  it  has  an  af¬ 
firmative  responsibility  to  promulgate 
and  to  enforce  rules  and  regulations 
which  insure,  to  the  extent  practicable, 
that  commodity  customers  are  protected 
from  substantial  losses  of  funds  due  to 
the  financial  failures  of  futures  commis¬ 
sion  merchants.  This  responsibility  nec¬ 
essarily  encompasses  a  duty  to  monitor 
developments  in  the  commodity  futures 
industry  in  order  to  determine  whether 
the  Commission’s  current  regulatory  ap¬ 
proach  is  adequate  in  light  of  recent  and 
anticipated  changes  in  the  industry. 
Customers  trading  in  regulated  commod¬ 
ity  futures  contracts  have  historically 
been  protected  from  substantial  losses  of 
funds  due  to  FCM  financial  failures  as 
a  result  of  a  combination  of  factors,  in¬ 
cluding:  The  willingness  on  the  part  of 
the  FCM  community  to  absorb  customer 
losses  resulting  from  the  financial  fail¬ 
ures  of  FCM’s;  direct  auditing  the  FCM’s 
by  the  Commission  and  its  predecessor, 
the  Commodity  Exchange  Authority 
(“CEA”),  and,  more  recently,  by  con¬ 
tract  markets;  and  the  requirement  that 


1  The  current  minimum  financial  stand¬ 
ards  and  related  reporting  requirements  of 
the  Chicago  Board  of  Trade  and  of  the  Chi¬ 
cago  Mercantile  Exchange  were  approved  by 
the  Commodity  Exchange  Authority,  a  pred¬ 
ecessor  of  the  Commlslson,  pursuant  to  sec¬ 
tion  4f  (2)  of  the  Act.  As  a  result,  those  FCM’s 
which  are  members  of  either  contract  mar¬ 
ket  and  conform  to  the  current  minimum 
financial  standards  and  related  reporting  re¬ 
quirements  of  that  contract  market  were 
exempted  from  the  present  requirements  of 
regulation  1.17(aL 
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the  funds  of  customers  be  segregated. 
The  Commission  believes  that  recent  and 
anticipated  changes  in  the  industry  are 
producing  a  situation  in  which  the  pro¬ 
tection  afforded  commodity  customers  by 
each  of  these  elements  will  be  signifi¬ 
cantly  reduced. 

Assumption  of  Customer  Losses  by 
FCM's 

While  the  Commission  recognizes  that 
customers  trading  in  futures  contracts 
regulated  under  the  Act  have  historically 
suffered  only  minimal  losses  as  the  direct 
result  of  PCM  financial  failures,  the 
Commission  is  also  aware  that  additional 
customer  losses  which  would  otherwise 
have  been  borne  by  customers  have  been 
voluntarily  absorbed  by  the  PCM  com¬ 
munity.  The  Commission  questions 
whether,  in  light  of  recent  industry  ex¬ 
pansion  and  the  proliferation  of  FCM’s 
which  are  not  members  of  any  contract 
market,  the  FCM  community  will  con¬ 
tinue  to  be  willing  to  absorb  such  cus¬ 
tomer  losses. 

The  amount  of  customer  funds  re¬ 
quired  to  be  segregated  pursuant  to  the 
Act  and  the  regulations  thereunder,  and 
hence  the  amount  of  funds  which  could 
be  jeopardized  by  PCM  failures,  has  in¬ 
creased  dramatically  as  a  result  of  re¬ 
cent  growth  and  the  increased  number 
of  commodities  subject  to  regulation  un¬ 
der  the  Act  as  a  result  of  the  Commodity 
Futures  Trading  Commission  Act  of 
1974  (“CFTC  Act”).  This  increase  is  re¬ 
flected  in  the  fact  that  the  average 
segregation  requirement  for  FCM’s 
audited  by  the  Commission’s  staff  has 
grown  from  $213,517  in  1970  and  $459,209 
in  1971  to  $2,105,809  in  1976.  Conse¬ 
quently,  the  size  of  the  average  loss  the 
FCM  community  would  be  called  upon  to 
absorb  in  the  future  as  the  result  of  an 
FCM's  financial  failure  will  be  consider¬ 
ably  larger  than  it  has  been  in  the  past. 
The  Commission  questions  both  the  will¬ 
ingness  and  the  ability  of  the  FCM  com¬ 
munity  to  absorb  losses  ten  or  more 
times  as  large  as  those  of  the  recent  past. 

Perhaps  even  more  significant  in  this 
regard  is  the  recent  increase  in  the  num¬ 
ber  of  non-member  FCM’s  On  March  1, 
1974,  there  were  less  than  twgnty  non¬ 
member  FCM’s,  9%  of  the  FCM  com¬ 
munity.  Today  there  are  close  to  100 
non-member  FCM’s,  comprising  over 
30%  of  all  FCM’s.  Moreover,  this  trend 
appears  to  be  accelerating,  due  in  part 
to  the  advent  of  fully  negotiated  com¬ 
mission  rates.  While  FCM’s  may  be  will¬ 
ing  to  absorb  potential  customer  losses 
which  arise  as  the  result  of  the  failure 
of  another  FCM  which  is  a  member  of 
the  same  contract  market,  especially 
when  influenced  to  do  so  by  the  contract 
market,  the  Commission  questions 
whether  such  FCM’s  will  be  willing  to 
absorb  customer  losses  resulting  from 
the  failure  of  a  non-member  PCM. 

Direct  Auditing  or  FCM’s 

Industry  growth  and  the  Increased 
scope  of  regulation  under  the  Act  as  a 
result  of  the  CFTC  Act  have  led  to  a 
significant  increase  in  the  number  of 
FCM’s  registered  with  the  Commission. 


In  addition,  since  January  17,  1977,  per¬ 
sons  who  accept  funds  from  customers 
for  the  purchase  or  sale  of  commodity 
options  have  been  required  to  register  as 
futures  commission  merchants.*  These 
factors  have  combined  to  increase  the 
number  of  persons  registered  with  the 
Commission  as  FCM’s  from  224  on 
March  1,  1974  to  over  300  on  March  1, 
1977. 

Despite  these  recent  increases  in  the 
number  of  registered  FCM’s,  the  size  of 
the  Commission’s  audit  staff  has  re¬ 
mained,  and  must,  due  to  budgetary  con¬ 
straints,  remain,  relatively  constant.  As 
a  result,  the  effectiveness  of  the  Commis¬ 
sion’s  direct  audit  program  has  been  sig¬ 
nificantly  reduced.  Pfior  to  requiring  per¬ 
sons  engaging  in  commodity  option 
transactions  to  register  as  futures  com¬ 
mission  merchants,  the  Commission  had 
sufficient  audit  resources  to  conduct  au¬ 
dits  of  most  FCM’s  once  every  fifteen  to 
eighteen  months.*  The  Commission  be¬ 
lieves  this  is  too  long  an  interval  to  per¬ 
mit  effective  monitoring  of  the  financial 
status  of  an  FCM  and  to  insure  compli¬ 
ance  with  the  segregation  requirements 
under  the  Act.  With  the  addition  of  op¬ 
tions  dealers  to  the  ranks  of  registered 
FCM’s,  this  interval  must  necessarily  in¬ 
crease.  In  addition,  the  inclusion  of  com¬ 
modity  pool  operators  within  the  regula¬ 
tory  responsibilities  of  the  Commission 
has  placed  even  further  burdens  on  the 
Commission’s  audit  staff. 

The  recent  expansion  and  diversifica¬ 
tion  of  the  industry  present  similar  ob¬ 
stacles  to  the  effectiveness  of  contract 
market  auditing  efforts  with  respect  to 
their  member  FCM's.  In  addition,  as  pre¬ 
viously  noted,  the  number  of  FCM’s 
which  are  not  members  of  any  contract 
market  has  risen  markedly  in  recent 
months.  Non-member  FCM's  are,  of 
course,  beyond  the  scope  of  contract  mar¬ 
ket  audit  programs.  While  such  FCM’s 
could  be  subject  to  the  surveillance  pro¬ 
grams  of  a  registered  futures  association 
established  pursuant  to  section  17  of  the 
Act  (a  “Title  in  Association”)  the  Com¬ 
mission  believes  that  the  recent  expan¬ 
sion  and  diversification  of  the  FCM  com¬ 
munity  makes  principal  reliance  on 
direct  auditing  by  any  regulatory  orga¬ 
nization  an  unacceptably  inefficient 
regulatory  tool. 

Segregation 

The  primary  safeguard  against  the 
loss  of  customer  funds  resulting  from 
the  financial  failure  of  an  FCM  is  the 


■See  41  FR  51808  (November  24,  1976). 

■The  Commission  conducts  both  general 
and  segregation  audits  of  those  FCM's  which 
are  not  members  of  either  the  Chicago  Board 
of  Trade  or  the  Chicago  Mercantile  Exchange, 
while  It  normally  conducts  only  segregation 
audits  of  FCM's  which  are  members  of  either 
of  those  contract  markets. 

While  periodic  audits  of  FCM's  are  con¬ 
ducted  by  the  Commission's  staff  only  once 
every  15  to  18  months,  more  frequent  audits 
have  been  and  wUl  continue  to  be  conducted 
of  certain  FCM's  where  such  Increased  fre¬ 
quency  appears  necessary  to  insure  the  safety 
of  customer  funds  and  compliance  with  the 
Act  and  Commission  regulations. 


segregation  requirements  of  the  Act  and 
Commission  regulations.  However,  these 
segregation  requirements  can  provide 
effective  customer  protection  only  if 
they  are  complied  with.  The  Commis¬ 
sion's  audit  staff  frequently  detects 
significant  violations  of  its  segregation 
requirements,  including  substantial 
undersegregation,  regardless  of  whether 
the  FCM  involved  has  $25,000  in  cus¬ 
tomer  funds  on  deposit  or  $25,000,000. 
Moreover,  the  Commission  has  found 
generally  that  when  FCM's  encounter 
financial  difficulties,  the  incidence  of 
such  violations,  especially  the  incidence 
of  undersegregation,  increases  apprecia¬ 
bly.  Therefore,  the  Commission  does  not 
believe  it  can  fulfill  its  statutory  man¬ 
date  to  protect  customer  funds  by  rely¬ 
ing  solely  on  segregation. 

The  Commission’s  Minimum  Financial 
Rule 

For  the  reasons  set  forth  above,  the 
Commission  believes  it  is  necessary  to 
place  increased  reliance  on  its  minimum 
financial  rule  to  safeguard  commodity 
futures  customers  from  losses  resulting 
from  the  financial  failures  of  futures 
commission  merchants.  In  light  of  this, 
the  Commission  believes  its  current  min¬ 
imum  financial  rule  should  be  Improved 
in  several  essential  areas :  The  treatment 
of  long-term  debt,  of  unsecured  receiv¬ 
ables  from  commodity  customers,  and  of 
unsecured  trade  receivables;  the  manner 
in  which  safety  factors  on  open  futures 
positions  are  calculated;  the  develop¬ 
ment  of  appropriate  safety  factors  with 
respect  to  commodity  options;  and  the 
amount  of  minimum  capital  which  is 
necessary  for  registration  as  an  FCM. 
The  Commission’s  proposed  revisions 
would  eliminate  the  ability  of  FCM’s  to 
finance  their  brokerage  operations  al¬ 
most  exclusively  through  the  use  of  long¬ 
term  debt,  a  major  shortcoming  of  the 
current  rule.  They  would  also  reduce  the 
amount  of  time  unsecured  receivables 
from  customers  and  unsecured  trade  re¬ 
ceivables  could  remain  outstanding  and 
still  be  included  as  current  assets  in 
computing  an  FCM’s  financial  status. 
Safety  factors  cm  open  customer  and 
proprietary  futures  positions  would  be 
based  upon  the  relative  volatility  of  a 
contract  rather  than  on  the  market  value 
of  the  contract.  A  similar  approach 
would  be  used  in  computing  the  safety 
factors  on  commodity  options.  Under  the 
proposed  revisions  an  FCM  would  be  re¬ 
quired  to  maintain  adjusted  net  capital 
of  at  least  $25,000  or  6%%  of  aggregate 
indebtedness,  whichever  is  greater,  as  op¬ 
posed  to  the  present  adjusted  working 
capital  requirements  of  $10,000  and  5% 
respectively.  In  addition,  under  the  pro¬ 
posed  revisions  an  FCM  would  be  able  to 
compute  its  minimum  financial  require¬ 
ments  under  an  entirely  new  and  alter¬ 
native  method  based  upon  the  amount  of 
customer  funds  required  to  be  segregated 
by  the  FCM. 

Uniformity 

The  Commission  believes  it  is  essential 
that  all  FCM’s  be  required  to  maintain 
an  adequate  minimum  amount  of  net 
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capital  in  order  to  be  registered  as  FCM’s 
and  to  retain  such  registration.  This 
minimum  must  be  sufficiently  high  to 
provide  commodity  customers  with  ade¬ 
quate  protection  in  light  of  current  con¬ 
ditions  in  the  industry.  As  discussed 
above,  the  Commission  believes  certain 
changes  are  necessary  in  its  current 
minimum  financial  rule  to  insure  such 
an  adequate  minimum  net  capital  level. 
Since,  under  the  current  regulatory 
structure  of  the  futures  Industry,  an 
PCM  may  be  subject  to  the  minimum  fi¬ 
nancial  requirements  of  the  Chicago 
Board  of  Trade  or  the  Chicago  Mercan¬ 
tile  Exchange  rather  than  those  of  the 
Commission,  the  rules  of  these  contract 
markets  must  also  require  FCM’s  to 
maintain  an  adequate  minimum  level  of 
net  capital.  The  Commission  does  not 
believe  that  the  current  minimum  finan¬ 
cial  requirements  of  these  exchanges  es¬ 
tablish  adequate  minimum  capital  levels 
for  entrance  into  and  continuance  in  the 
PCM  business.  In  light  of  this,  and  for 
the  reasons  set  forth  below,  the  Com¬ 
mission  believes  it  is  appropriate  at  this 
time  to  utilize  the  public  rule-making 
forum  to  develop  a  uniform  minimum 
financial  rule  for  use  throughout  the  fu¬ 
tures  industry.  Such  a  rule  must,  in  the 
Commission’s  view,  accomplish  two  ob¬ 
jectives.  First,  and  most  importantly,  it 
must  establish  a  uniform  method  for 
evaluating  an  FCM’s  financial  status. 
Secondly,  it  must  establish  for  the  entire 
FCM  community  one  standard  minimum 
financial  prerequisite  to  registration  as 
an  FCM.4  The  Commission’s  proposed 
rule  changes  would  accomplish  these 
objectives. 

The  establishment  of  a  single  uniform 
rule  for  use  in  the  futures  industry,  with 
the  authority  for  interpretation  of  the 
rule  vested  In  the  Commission,  would 
also  eliminate  the  unnecessary  regula¬ 
tory  burden  placed  upon  FCM’s  by  the 
existence  of  multiple  minimum  financial 


*  The  establishment  of  a  standard  mini¬ 
mum  financial  prerequisite  for  registration 
as  an  FCM  would  not,  however,  preclude  con¬ 
tract  markets  from  establishing,  where  ap¬ 
propriate,  stricter  financial  requirements  for 
their  member  FCM’s  than  those  set  forth  In 
the  Commission’s  proposed  rule.  For  example, 
a  contract  market  might  reasonably  conclude 
that  a  higher  minimum  net  level  should  be 
required  for  membership  In  the  contract 
market's  clearing  organization.  However,  the 
computational  formula  used  to  determine 
compliance  with  such  stricter  requirements 
would  be  the  same  throughout  the  futures 
Industry.  See  n.  5. 

Similarly,  It  may  be  appropriate  for  the 
Commission  to  establish  higher  minimum 
net  capital  requirements  far  those  FCMs 
which  are  not  members  of  a  contract  market 
or  other  self-regulatory  organization  which 
adopts  and  enforces  through  an  effective  sur¬ 
veillance  program  adequate  minimum  net 
capital  requirements  for  Its  members.  The 
Commission  specifically  requests  comment  on 
the  appropriateness  of  such  higher  stand¬ 
ards,  especially  In  light  of  the  Commission’s 
responsibility  under  section  16  of  the  Act  to 
utilize  the  “least  anticompetitive  means  of 
achieving  the  objectives’’  of  the  Act.  How¬ 
ever,  as  with  stricter  contract  market  re¬ 
quirements,  the  computational  formula  used 
to  determine  compliance  with  such  require¬ 
ments  would  be  those  of  the  uniform  rule. 


rules.  There  are  currently  three  differ¬ 
ent  minimum  financial  rules  used  in  the 
commodity  futures  Industry  to  monitor 
the  financial  status  of  FCM’s.  Under  the 
present  regulatory  structure  in  the  in¬ 
dustry,  many  FCM’s  are  subject  to  two 
of  these  rules  simultaneously.  The  estab¬ 
lishment  of  a  uniform  rule,  for  use  in 
the  industry  would  relieve  these  FCM’s 
of  the  burden  of  complying  with  two 
different  rules  simultaneously.* 

The  existence  of  several  different  min¬ 
imum  financial  rules  also  hinders  the 
development  of  an  effective  financial  sur¬ 
veillance  program  by  a  Title  HI  Associa¬ 
tion.  If  an  FCM  is  a  member  of  two  dif¬ 
ferent  contract  markets  with  two  differ¬ 
ent  financial  rules,  a  Title  HI  Association 
responsible  for  monitoring  the  financial 
status  of  the  FCM  for  both  these  contract 
markets  must  learn  and  apply  the  dif¬ 
fering  rules  of  both  contract  markets  to 
the  PCM.  If,  as  discussed  more  fully  be¬ 
low,  each  contract  market  is  required  to 
adopt  and  to  enforce  its  own  minimum 
finnancial  rule,  this  problem  could  be 
compounded  ten-fold. 

Over  50  FCM’s,  representing  approxi¬ 
mately  one-half  of  all  commodity  cus¬ 
tomer  business  in  the  futures  industry, 
are  also  registered  with  the  Securities 
and  Exchange  Commission  as  securities 
brokers  or  dealers  and  are  accordingly 
subject  to  the  minimum  financial  rule 
of  that  agency.  As  a  result,  many  FCM/ 
broker-dealers  are  currently  subject  to  as 
many  as  three  different  minimum  finan¬ 
cial  rules  simultaneously.  The  major  re¬ 
visions  which  the  Commission  believes 
must  be  made  in  its  minimum  financial 
rule  to  provide  for  effective  regulation  of 
the  FCM  community  would,  to  a  great 
extent,  eliminate  the  major  differences 
between  the  Commission’s  rule  and  the 
minimum  financial  rule  imposed  upon 
brokers  and  dealers  by  the  SEC.  In  an 
effort  to  eliminate  the  duplicative  regu¬ 
latory  burden  to  which  joint  FCM/ 
broker-dealer  registrants  are  subject,  the 
Commission  is  also  proposing  several 
minor  changes  in  its  current  minimum 
financial  rule,  in  addition  to  those  nec¬ 
essitated  by  changes  in  the  commodity 
futures  industry  and  the  scope  of  regu¬ 
lation  under  the  Act,  which  would  elimi¬ 
nate  many  of  the  minor  differences  be¬ 
tween  the  Commission’s  proposed  rule 
and  that  of  the  SEC.  Nonetheless,  cer¬ 
tain  differences  remain  between  the 
Commision’s  proposal  and  the  rule  of  the 
SEC.  Cooperative  efforts  have  begun  be¬ 
tween  the  Commission’s  staff  and  repre¬ 
sentatives  of  the  SEC  which,  with  the 
benefit  of  comments  submitted  by  the 


‘While  FCM’s  might  still  be  required  to 
comply  with  different  minimum  financial 
standards  by  different  contract  markets,  the 
establishment  of  a  single  uniform  rule  by 
the  Commission,  utilizing  a  uniform  method 
of  computing  an  FCM’s  net  capital,  would 
eliminate  the  necessity  of  computing  an 
FCM's  financial  status  pursuant  to  several 
significantly  different  computational  for¬ 
mulas.  As  a  result,  an  FCM  would  only  have 
to  demonstrate  compliance  with  the  moat 
stringent  minimum  financial  requirements 
to  which  It  Is  subject  to  demonstrate  com¬ 
pliance  with  all  other  such  rules. 


public  in  response  to  this  proposal,  the 
Commission  anticipates  will  result  in  the 
resolution  of  many  of  these  differences 
before  final  action  is  taken  on  this  pro¬ 
posal.  The  Commission  believes  that  the 
few  differences  which  might  remain  be¬ 
tween  the  Commission’s  rule  and  that 
of  the  SEC  after  culmination  of  these 
cooperative  efforts  would  be  applicable 
only  to  those  FCM’s  which  also  engage 
in  a  cash  commodity,  manufacturing  or 
cooperative  business — businesses  in 
which  few,  if  any,  FCM/broker-dealers 
engage.  Moreover,  the  Commission  anti¬ 
cipates  that  the  nature  of  these  differ¬ 
ences  will  be  such  that  an  PCM  comply¬ 
ing  with  the  SEC’s  minimum  financial 
rule  would  also  be  in  compliance  with 
that  of  the  Commission  in  that  the  min¬ 
imum  capital  requirements  of  the  SEC 
would  in  all  instances  be  more  stringent 
than  those  of  the  Commission.*  If  such 
uniformity  is  attained,  those  FCMs 
which  are  also  registered  with  the  SEC 
as  securities  broker-dealers  will  be  able 
to  comply  with  the  Commission’s  finan¬ 
cial  reporting  requirements  by  simply 
filing  copies  of  the  SEC’s  FOCUS  Re¬ 
port  ’  with  the  Commission. 

Cash  Houses  and  Producers 

Several  comments  received  by  the 
Commission  in  response  to  its  October  6, 
1976  proposal  argued  that  application  of 
a  minimum  financial  rule  similar  in  the¬ 
oretical  basis  to  that  employed  by  the 
SEC  would  needlessly  exclude  a  certain 
class  of  futures  commission  merchants 
from  the  FCM  business  to  the  detriment 
of  the  commodity  futures  industry.  This 
class  of  FCM’s  is  composed  of  firms 
whose  primary  business  is  other  than 
the  brokerage  business  and  whose  FCM 
business  is  merely  incidental  to  their  pri¬ 
mary  business  activities  (such  as  manu¬ 
facturers,  processors  of  commodities,  and 
cooperative  associations).  These  firms 
typically  make  extensive  use  of  long-term 
debt  to  finance  their  primary  business 
activities.  Since  many  of  the  assets  ac¬ 
quired  by  such  firms  through  the  use  of 
long-term  debt  would  not  fall  within  the 
definition  of  ''current  assets”  in  the  pro¬ 
posed  revisions  to  regulation  1.17,  pre¬ 
cluding  such  firms  from  using  such  assets 
to  offset  long-term  debt  in  evaluating 
their  financial  status  may  make  it  im¬ 
possible  for  these  firms  to  comply  with 
the  Commission’s  proposed  minimum 
financial  requirements. 


•  For  example,  under  the  Commission’s  pro¬ 
posed  rule,  unsecured  receivables  resulting 
from  the  marketing  of  commodities  may. 
In  certain  circumstances,  be  Included  in 
computing  an  FCM's  net  capital.  Under  the 
SEC's  current  rule,  such  receivables  may 
never  be  Included  in  computing  a  broker- 
dealer’s  net  capital.  If  this  difference  should 
remain  after  adoption  of  the  Commission's 
proposed  rule  changes,  an  FCM/broker-dealer 
whose  net  capital  satisfies  the  minimum  re¬ 
quirements  of  the  SEC  would  also  satisfy 
those  of  the  Commission  in  that  net  capital 
computed  without  including  the  unsecured 
receivables  referred  to  above  can  never  be 
greater  than  net  capital  computed  by  in¬ 
cluding  such  receivables. 

v  The  Financial  and  Operational  Combined 
Uniform  Single  Report  under  the  Securities 
Exchange  Act  of  1934. 
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The  Commission  believes  that  the  ex¬ 
clusion  of  such  firms  from  the  PCM  busi¬ 
ness  may  be  unnecessary  in  terms  of 
customer  protection  and  detrimental  to 
the  futures  industry.  Accordingly,  the 
proposed  revisions  to  regulation  1.17 
would  permit  an  FCM  to  reduce  its  lia¬ 
bilities  in  evaluating  its  financial  status 
to  the  extent  of  the  net  book  value  of 
plant,  property,  and  equipment  used  In 
the  processing,  manufacturing,  storage 
or  shipment  of  commodities,  their  prod¬ 
ucts  and  by-products  for  a  reportable 
segment  of  the  firms’  business,  but  not 
for  the  brokerage  segments."  Such  assets 
could  not  be  used  to  offset  the  long-term 
debt,  however,  if  they  have  been  in¬ 
cluded  in  current  assets.  The  Commis¬ 
sion  believes  this  represents  an  accept¬ 
able  approach  to  these  firms  whose  pri¬ 
mary  business  is  other  than  the  broker¬ 
age  business.  However,  the  Commission 
requests  comment  on  the  appropriate¬ 
ness  of  this  approach  and  on  alternative 
method^  of  treating  such  FCM’s. 

Uniformity  and  the  CBT-CME 
Proposal 

The  CBT-CME  proposal  would  deal 
with  duplicative  minimum  financial  re¬ 
quirements  and  the  existence  of  FCM’s 
whose  primary  business  is  other  than  the 
brokerage  business  by  developing  a  rule 
for  all  their  nonbroker/dealer  FCM 
members  which  can  be  complied  with  by 
those  few  members  whose  FCM  business 
is  incidental  to  their  primary  business 
and  by  exempting  from  this  rule  those 
FCM’s  which  are  also  securities  brokers 
or  dealers  and  comply  with  the  minimum 
financial  requirements  of  the  SEC.  As 
mentioned  above,  approximately  one  half 
of  all  commodity  customer  business  is 
transacted  through  FCM’s  which  are  also 
broker-dealers.  Consequently,  the  effect 
of  the  CBT-CME  proposal  would  be  to 
place  one  half  of  the  FCM  community 
under  one  minimum  financial  rule  and 
the  other  half  under  another  rule  which 
utilizes  an  entirely  different  method  of 
computing  capital.  Under  the  Commis¬ 
sion’s  proposed  rule,  all  FCM’s  would 
be  required  to  use  the  same  computa¬ 
tional  method  and  would  be  subject  to 
the  same  uniform  minimum  require¬ 
ments. 

Summary  of  Proposed  Revisions  to 
Regulation  1.17 

PROPOSED  REGULATION  1.17(A) — MINIMUM 
NET  CAPITAL 

Regulation  1.17(a)  currently  requires 
futures  commission  merchants  to  main¬ 
tain  adjusted  working  capital  equal  to  or 
in  excess  of  whichever  of  the  following  is 
greater:  (1)  $10,000  or  (2)  the  sum  of  the 
safety  factors  set  forth  in  regulations 
1.17  <d>  and  (e)  plus  5  percent  of  ag- 

» The  term  “reportable  segment”  of  an 
FCM’s  business  la  a  concept  used  under  gen¬ 
erally  accepted  accounting  principles  to  de¬ 
note  a  significant  portion  of  a  subject  firm's 
business.  See  Financial  Reporting  for  Seg¬ 
ments  of  a  Business  Enterprise  (Statement  of 
Financial  Accounting  Standards  No.  14, 
1976). 


gregate  indebtedness.  The  Commission 
believes  that  these  minimums  may  not 
provide  commodity  customers  with  ade¬ 
quate  protection  in  light  erf  the  signifi¬ 
cant  changes  which  are  occurring  in  the 
industry  and  in  the  Commission’s  ability 
to  monitor  the  financial  condition  of 
FCM’s.  A  similar  conclusion  was  ap¬ 
parently  drawn  by  the  Chicago  Board  of 
Trade  and  the  Chicago  Mercantile  Ex¬ 
change.  The  joint  proposal  submitted  by 
those  exchanges  would  require  all  PCM’s 
to  maintain  adjusted  working  capital 
equal  to  or  in  excess  of  whichever  of  the 
following  is  greater:  (1)  $50,000  or  (2) 
an  amount  equal  to  the  sum  of  the  safety 
factors  plus  6%  percent  of  aggregate  in¬ 
debtedness.  The  Commission’s  proposed 
revisions  to  regulation  1.17(a)  would  re¬ 
quire  each  futures  commission  mer¬ 
chant  to  maintain  adjusted  net  capital 
equal  to  or  in  excess  of  the  greater  of: 
(1)  $25,000  or  (2)  6%  percent  of  ag¬ 
gregate  indebtedness.  Adjusted  net  capi¬ 
tal  would  differ  from  adjusted  working 
capital  in  two  principal  areas.  First,  in 
the  proposed  revisions  to  regulation  1.17, 
the  safety  factors  are  deducted  in  com¬ 
puting  adjusted  net  capital  prior  to  the 
comparison  required  by  regulation 
1.17(a).  Second,  the  basic  computation 
in  determining  adjusted  net  capital  is  a 
subtraction  from  current  assets  (which 
would  be  expanded  in  the  proposed  revi¬ 
sions)  of  all  non-subordinated  liabilities. 
The  basic  computation  used  to  determine 
adjusted  working  capital  under  present 
regulation  1.17  is  current  assets  minus  all 
non-subordinated  current  liabilities* 

The  proposed  rule  would  require  that 
an  FCM  be  in  compliance  with  the  rule 
at  all  times  and  be  able  to  demonstrate 
such  compliance  to  the  satisfaction  of  the 
Commission  and  any  contract  market  of 
which  the  FCM  is  a  member.  If  an  FCM 
is  not  in  compliance  with  the  rule  or  1 a 
unable  to  demonstrate  such  compliance, 
the  FCM  must  immediately  cease  doing 
new  business  until  such  time  as  it  is  able 
to  demonstrate  compliance  with  the  rule. 
The  Commission  would,  however,  have 
the  flexibility  to  allow  an  FCM  to  trade 
for  liquidation  purposes  only  while 
undercapitalized:  such  trading  would 
normally  take  place  under  the  direct 
supervision  of  a  contract  market  or  the 
Commission’s  staff.  In  its  present  form, 
regulation  1.17  requires  an  FCM  to  be  in 
compliance  with  the  rule  at  all  times, 
but  the  burden  of  demonstrating  non- 
compliance  rests  to  a  much  greater  ex-  • 
tent  with  the  Commission  and  the  con¬ 
tract  markets. 

ALTERNATIVE  MINIMUM  REQUIREMENT 

The  proposed  revisions  to  regulation 
1.17(a)  would  also  allow  futures  commis- 


•  “Current  assets.”  “li&bUities.”.  "current 
liabUitles,"  and  "safety  factors”  are  specifi¬ 
cally  defined  in  regulation  1.17  and  the  pro¬ 
posed  amendments  thereto.  In  general,  a 
safety  factor  is  a  percentage  of  the  value  of 
an  open  customer  or  proprietary  commodity 
futures  contract  or  commodity  option 
deducted  from  an  FCM’s  net  capital  in  order 
to  account  for  the  risks  Incurred  by  the  FCM 
in  maintaining  such  open  contracts. 


sk>n  merchants  to  be  subject  to  an  al¬ 
ternative  capital  requirement  based  upon 
a  concept  which  is  entirely  new  to  the 
futures  industry.  The  principal  purpose 
of  minimum  capital  requirements  for 
futures  commission  merchants  is  to  in¬ 
sure  the  safety  of  customer  funds.  It  is 
logical  then  to  base  an  FCM’s  minimum 
requirements  upon  the  amount  of  cus¬ 
tomer  funds  held  by  the  FCM.  The  Com¬ 
mission’s  proposed  alternative  require-* 
ment  would,  for  the  first  time,  directly  in¬ 
tegrate  an  FCM’s  minimum  capital  re¬ 
quirements  with  its  segregation  require¬ 
ments.  Specifically,  a  futures  commission 
merchant  would  be  required  to  maintain 
adjusted  net  capital  equal  to  or  in  excess 
of  the  greater  of  $100,000  or  4  percent  of 
the  funds  required  to  be  segregated  pur¬ 
suant  to  the  Act  and  the  regulations 
thereunder  plus,  for  securities  brokers  or 
dealers,  4  percent  of  aggregate  debit 
items  computed  in  accordance  with  the 
formula  for  determination  of  reserve  re- 
quirements,  SEC  rule  15c3-3a  (17  CFR 
240.15c3-3a) . 

SEC  rule  15c3-3a  currently  provides 
that  a  broker-dealer  which  has  elected 
to  operate  pursuant  to  that  agency’s 
alternative  minimum  net  capital  require¬ 
ment  must  maintain  adjusted  net 
capital  equal  to  or  in  excess  of  $100,000 
or  4  percent  of  aggregate  debit  items 
computed  in  accordance  with  the 
formula  for  determination  of  reserve 
requirements  for  brokers  and  dealers 
(Exhibit  A  to  SEC  Rule  15c3-3,  17  CFR 
240.15c3-3a).  The  Commission  believes 
this  alternative  capital  requirement 
would  not  provide  adequate  protection 
for  commodity  customers  of  FCM’s, 
especially  those  with  little  or  no  securi¬ 
ties  business,  if  such  FCM’s  were  per¬ 
mitted  to  satisfy  the  Commission’s 
minimum  financial  requirements  by 
complying  with  this  alternative  require¬ 
ment.  However,  because  of  the  flexibility 
this  alternative  requirement  would 
afford  FCM’s  in  obtaining  capital  and  in 
order  to  enable  FCM/broker-dealers  to 
utilize  the  SEC’s  alternative  requirement 
without  being  forced  to  comply  with  a 
different  requirement  under  Commission 
regulations,  the  Commission  is  proposing 
the  alternative  to  its  own  requirements 
set  forth  in  the  above  paragraph.  The 
Commission  believes  that  this  proposed 
alternative  requirement  would  provide 
adequate  protection  for  the  commodity 
customers  of  an  FCM  because  of  its 
interrelationship  with  the  FCM’s  segre¬ 
gation  requirements.  The  Commission 
points  out,  however,  that  the  adoption 
of  this  alternative  requirement  will  not 
prevent  the  implementation  of  a  uniform 
minimum  financial  rule  for  the  futures 
industry.  As  with  the  more  stringent 
requirements  which  may,  in  certain 
cases,  be  imposed  upon  FCM’s  by  the 
contract  markets  of  which  they  are 
members.  FCM’s  electing  to  operate 
pursuant  to  this  alternative  requirement 
would  be  required  to  compute  their  net 
capital  to  determine  compliance  with 
this  alternative  requirement  pursuant  to 
the  uniform  computational  formula  set 
forth  in  proposed  regulation  1.17. 
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ASSETS  AND  LIABILITIES  PECULIAR 
TO  THE  SECURITIES  INDUSTRY 

With  respect  to  assets  and  liabilities 
which  are  peculiar  to  the  securities  in¬ 
dustry,  such  as  securities  failed  to 
receive  and  failed  to  deliver  and  securi¬ 
ties  in  transit,  the  Commission  believes 
it  should  rely  on  the  expertise  of  the 
Securities  and  Exchange  Commission  for 
the  minimum  net  capital  treatment  of 
such  assets  or  liabilities.  Proposed 
regulation  1.17(b)  provides  accordingly. 

CURRENT  ASSETS 

Proposed  regulation  1.17(c)  (1)  defines 
“net  capital”  as  “the  amount  by  which 
current  assets  exceed  liabilities.”  Pro¬ 
posed  regulation  1.17(c)(2)  defines 
current  assets  generally  as  cash  and 
other  assets  or  resources  commonly 
identified  as  those  which  are  reasonably 
expected  to  be  realized  in  cash  or  sold 
during  the  next  twelve  months.  Certain 
items  are  then  specifically  included  or 
excluded  from  current  assets.  The  basic 
concept  used  by  the  Commission  in 
determining  whether  to  include  or  to 
exclude  an  asset  from  current  assets  is 
the  liquidity  of  the  asset. 

Unsecured "  deficits  in  commodity 
futures  or  commodity  option  accounts, 
whether  customer  or  proprietary,  are 
specifically  excluded  from  current  assets 
except  for  those  unsecured  accounts 
which  are  subject  to  current  calls  for 
margin  outstanding  five  (5)  business 
days  or  less.  Regulation  1.17  presently 
allows  unsecured  customer  deficits  up 
to  thirty  days  old  to  be  included  in  cur¬ 
rent  assets.  This  appears  to  be  too  long 
a  time  span  for  unsecured  deficits  to  be 
outstanding  and  still  be  included  in  cur¬ 
rent  assets.  Moreover,  the  existence  of 
large  outstanding  unsecured  deficits 
has  historically  been  a  frequent  cause 
of  PCM  financial  difficulties.  The  CBT- 
CME  proposal  would  reduce  the  period 
of  time  such  unsecured  receivables 
could  remain  outstanding  and  still  be 
Included  in  current  assets  from  30  to  15 
days. 

Regulation  1.17  presently  allows  as  a 
current  asset  any  other  unsecured  reciv- 


*•  Proposed  regulation  1.17(c)(3)  provides 
that  a  receivable  may  be  considered  “secured" 
for  purposes  of  including  that  receivable  In 
current  assets  where  the  receivable  Is  secured 
by  collateral  which  is  otherwise  unencum¬ 
bered  and  which  can  be  readily  converted 
Into  cash  equal  to  or  In  excess  of  that  part 
of  the  receivable  which  is  shown  In  the  FCM’s 
records  as  secured  and  where  one  of  the  fol¬ 
lowing  items  Is  present:  (a)  the  collateral 
Is  in  the  possession  or  control  of  the  FCM; 
or  (b)  the  FCM  has  a  legally  enforceable, 
written  security  agreement,  signed  by  the 
debtor,  and  has  a  perfected  security  Interest 
In  the  collateral  within  the  meaning  of  the 
laws  of  the  state  In  which  the  collateral  Is 
located. 

The  question  of  which  collateral  can  be 
readily  converted  Into  cash  should  be  deter¬ 
mined  on  a  case  by  case  basis,  although  the 
following  should  not  be  considered  as  read¬ 
ily  convertible  into  cash:  real  estate,  build¬ 
ings,  furniture  and  fixtures,  exchange  mem¬ 
bership,  goodwill,  prepaid  Items,  and  se¬ 
curities  without  a  ready  market. 


able  which  is  due  and  collectable  within 
six  months  from  the  date  of  its  Inception. 
The  intent  of  this  provision  was  to  per¬ 
mit  FCM’s  to  Include  unsecured  trade 
receivables,  cash  commodity  receivables 
arising  from  other  than  commodity  fu¬ 
tures  or  option  transactions,  in  current 
assets.  However,  the  present  provisions 
of  regulation  1.17  are  worded  so  broadly 
that  assets  of  a  very  dubious  nature  and 
of  questionable  liquidity  have  been  in¬ 
cluded  in  the  capital  computations  of 
many  FCM’s.  The  proposed  revisions  to 
regulation  1.17  specifically  define  those 
categories  of  trade  receivables  which  may 
be  included  in  current  assets  by  an  FCM 
in  computing  its  net  capital  and  limit 
the  amount  of  time  sv.ch  receivables  may 
remain  outstanding  and  still  be  included 
in  current  assets.  More  precisely,  under 
the  proposed  revisions  of  regulation  1.17, 
all  unsecured  receivables  other  than 
those  otherwise  specifically  dealt  with  in 
the  proposed  regulation,  including  ad¬ 
vances  and  loans,  are  excluded  from  cur¬ 
rent  assets  except  for: 

(a)  receivables  resulting  from  the 
marketing  of  commodities  and  their 
products  and  by-products,  which  are  out¬ 
standing  not  more  than  thirty  days  past 
the  invoice  due  date  and  the  invoice  due 
date  is  not  later  than  30  days  past  the 
date  for  which  the  computation  of  net 
capital  is  being  made; 11 

(b)  interest  receivable,  floor  broker¬ 
age  receivable,  certain  realized  commis¬ 
sions  receivable,  and  dividends  receiva¬ 
ble  where  such  receivables  are  not  out¬ 
standing  longer  than  30  days; 

(c)  all  receivables  from  clearing  orga¬ 
nizations,  option  clearing  organizations, 
foreign  clearing  organizations,  and  se¬ 
curities  clearing  organizations; 

(d)  all  receivables  from  futures  com¬ 
mission  merchants  or  brokers  resulting 
from  commodity  futures  or  commodity 
option  transactions;  and 

(e)  Insurance  claims  which  meet  the 
provisions  of  proposed  regulation  1.17(c) 
(2)(il)(E). 

Also  excluded  from  current  assets  un¬ 
der  the  proposed  rule  are  all  prepaid  ex¬ 
penses  and  deferred  charges,  and  all 
inventories  except  for: 

(1)  Readily  marketable  spot  commodities, 

(2)  Readily  marketable  securities, 

(3)  Work  in  process  and  finished  goods  In¬ 
ventory  which  result  from  the  processing  of 
commodities,  and 

(4)  Raw  materials  which  will  be  combined 
with  spot  commodities  to  produce  a  finished 
processed  commodity. 

All  assets  which  are  doubtful  of  collec¬ 
tion  or  realization,  less  any  reserves  es¬ 
tablished  therefore,  and  all  exchange 
memberships  would  be  excluded  from 
current  assets  under  the  proposed  rule. 
However,  fixed  assets  and  other  assets 
which  would  otherwise  be  considered 
non-current  assets  may  be  included  In 
current  assets  to  the  extent  these  assets 


“  Such  receivables  could  not  be  Included  In 
current  assets  under  SBC  rule  15c3-l.  17  CFR 
240  15c3-l.  Seen.  6. 


adequately  collateralize  long-term  in¬ 
debtedness." 

LIABILITIES — LONG-TERM  DEBT 

The  Commission  believes  that  two  of 
the  primary  purposes  of  a  minimum  fi¬ 
nancial  rule  must  be  to  prevent  “sur¬ 
prise  bankruptcies,”  the  bankruptcy  or 
insolvency  of  an  FCM  without  sufficient 
advanced  warning  being  given  to  the 
organizations  charged  with  the  respon¬ 
sibility  of  regulating  the  FCM,  and  to 
insure  that  each  futures  commission 
merchant  has  an  adequate  capital  base 
to  enable  effective  steps  to  be  taken  to 
prevent  significant  losses  of  customer 
funds  prior  to  actual  insolvency.  In  this 
regard,  it  appears  essential  that  futures 
commission  merchants  be  required  to 
have  a  permanent  capital  base  for  their 
FCM  operations.  The  most  serious  de¬ 
ficiency  in  current  regulation  1.17  is  the 
impermanence  of  the  capital  which  an 
FCM  may  use  to  comply  with  the  rule." 

Under  current  regulation  1.17  and  the 
CBT-CME  proposal,  an  FCM  may  fi¬ 
nance  its  FCM  business  solely  through 
the  use  of  non-subordinated,  long-term 
debt.  An  FCM  may  actually  be  insolvent 
and  still  comply  with  the  requirements 
of  current  regulation  1.17  and  the  CBT- 
CME  proposal.  The  Commission  believes 
this  makes  it  inappropriate  to  distin¬ 
guish  between  current  liabilities  and 
non-subordinated,  long-term  liabilities 
in  evaluating  an  FCM’s  financial  status. 
In  the  event  an  FCM  is  forced  into  bank¬ 
ruptcy,  the  treatment  of  the  FCM’s  cur¬ 
rent  liabilities  and  long-term  debt  is 
identical — both  represent  immediate 
claims  upon  the  estate  of  the  FCM.14 
Moreover,  most  non-subordinated,  long¬ 
term  debt  agreements  contain  accelera¬ 
tion  clauses  which  operate  to  transform 
such  long-term  debt  Into  a  current  lia¬ 
bility  and  can,  therefore,  quickly  change 
the  status  of  an  FCM’s  liquidity  without 
adequate  advance  warning  to  the  Com¬ 
mission  or  any  self -regulatory  organiza¬ 
tion.  Many  of  these  acceleration  clauses 
provide  generally  that  if  the  PCM  de- 


“  Proposed  regulation  1.17(e)(7)  provides 
that  liabilities  may  be  deemed  “adequately 
collateralized”  when,  pursuant  to  a  legally 
enforceable  written  Instrument,  those  liabili¬ 
ties  are  secured  by  Identified  assets  that  are 
otherwise  unencumbered  and  the  market 
value  of  such  assets  exceeds  the  amount  of 
such  liabilities. 

“The  Impermanence  of  capital  is  not  a 
new  problem.  One  of  the  most  serious  prob¬ 
lems  whch  was  encountered  by  the  securities 
Industry  In  the  1968-70  period,  during  which 
substantial  amounts  of  security  customers' 
funds  were  lost  as  the  result  of  the  bank¬ 
ruptcies  of  several  securities  broker-dealers, 
was  the  Inadequacy  and  Impermanence  of 
capital.  This  was  extensively  discussed  In 
the  SEC’s  Study  of  Unsafe  and  Unsound  Prac¬ 
tices  of  Brokers  and  Dealers,  HR.  Doc.  No. 
92-231,  92d  Cong.,  1st  Seas.  (1971). 

14  While  the  Commission  believes  customer 
funds  held  In  segregation  would  be  ade¬ 
quately  protected  in  the  event  of  the  bank¬ 
ruptcy  of  an  POM,  the  Comm  lesion 'a  audit 
experience  has  disclosed  numerous  violations 
of  the  Oommlsslon’B  segregation  requirements 
by  POM’S,  particularly  by  those  experiencing 
financial  difficulties. 
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faults  on  any  payment,  the  entire  balance 
of  the  loan  becomes  immediately  due  and 
payable.  Many  also  provide  that  if  the 
FCM’s  net  worth  is  reduced  below  a  cer¬ 
tain  point  the  entire  loan  becomes  im¬ 
mediately  due  and  payable.  In  either 
event,  the  creditor  would  have  an  abil¬ 
ity  to  force  the  PCM  into  bankruptcy 
if  the  loan  obligation  could  not  be  paid. 

In  light  of  the  above,  the  Commission 
believes  it  is  essential  that  all  non -sub¬ 
ordinated  debt,  current  as  well  as  long¬ 
term,  be  subtracted  from  current  assets 
in  evaluating  an  FCM's  financial  status. 
The  Commission  points  out,  however, 
that  this  proposed  rule  change  would  not 
preclude  an  PCM  from  making  extensive 
use  of  subordinated,  long-term  debt  to 
finance  its  PCM  business.  Subordinated 
loan  agreements  must,  by  definition, 
subordinate  the  claims  of  the  lender  to 
those  of  the  FCM’s  commodity  customers 
and  cannot  contain  acceleration  clauses 
such  as  those  referred  to  above.  As  a 
result,  subordinated  debt  provides  com¬ 
modity  customers  with  many,  though  not 
all,  of  the  protections  inherent  in  an 
actual  permanent  capital  base  and 
would  not  be  treated  in  the  same  manner 
as  non -subordinated,  long-term  debt 
under  the  proposed  revisions  to  regula¬ 
tion  1.17“ 

LIABILITIES — Of  GENERAL 

The  Commission’s  proposed  rule 
changes  would  define  the  term  “liabil¬ 
ities”  in  regulation  1.17(c)  (4)  to  include 
all  liabilities  of  a  futures  commission 
merchant  arising  in  connection  with  any 
transaction  whatsoever,  including  eco¬ 
nomic  obligations  of  an  PCM  that  are 
recognized  and  measured  in  conformity 
with  generally  accepted  accounting  prin¬ 
ciples.  “Liabilities”  would  also  include 
certain  deferred  credits  (such  as  deferred 
income  taxes  payable)  that  are  not  ob¬ 
ligations  but  are  recognized  and  meas¬ 
ured  in  conformity  with  generally  ac¬ 
cepted  accounting  principles.  The  defini¬ 
tion  of  liabilities  is  not  intended  to  in¬ 
clude  items  such  as  contingent  liabilities 
or  non- capitalized  leases  which  are  nor¬ 
mally  disclosed  in  footnotes  to  financial 
statements  but  are  not  required  to  be 
recorded  as  liabilities  under  generally  ac¬ 
cepted  accounting  principles. 

In  addition,  certain  items  are  specifi¬ 
cally  included  or  excluded  from  liabil¬ 
ities.  Specifically  excluded  are: 

(a)  Adequately  subordinated  debt”; 

(b)  Funds  in  segregation,  provided 
that  the  money,  securities  and  other 
property  held  in  segregated  accounts 
have  also  been  excluded  from  current 
assets  in  computing  net  capital; 

(c)  Certain  deferred  income  taxes  pay¬ 
able;  and 


“  The  Commission  stresses  that  subor¬ 
dinated  borrowings  do  not  provide  commod¬ 
ity  customers  with  the  degree  of  protection 
provided  by  a  permanent  capital  base;  there¬ 
fore,  as  discussed  more  fully  below,  certain 
limitations  would  also  be  placed  on  the  use 
of  subordinated  debt  under  the  proposed 
rule. 

*•  The  requirements  for  a  satisfactory  sub¬ 
ordination  agreement  are  specified  In  pro¬ 
posed  regulation  1.17(h). 


(d)  Long-term  liabilities  to  the  extent 
of  the  net  book  value  of  plant,  property 
and  equipment  which  is  used  in  the  proc¬ 
essing.  manufacture,  storage  or  ship¬ 
ment  of  commodities,  their  products  and 
by-products  in  a  reportable  segment  of 
the  PCM’s  business  other  than  the  brok-' 
erage  business,  provided  such  assets  are 
not  included  in  current  assets. 

A  sole  proprietor  FCM  must  also  in¬ 
clude  in  liabilities  the  excess  of  those 
liabilities  which  have  not  been  incurred 
in  the  course  of  his  FCM  business  over 
the  assets  not  used  in  that  business. 

ADJUSTED  NIT  CAPITAL 

Proposed  regulation  1.17(c)  (5)  defines 
“adjusted  net  capital”  as  net  capital  less 
certain  safety  factors  and  haircuts  which 
are  specifically  set  forth  therein. 

The  safety  factor  computations  cur¬ 
rently  provided  for  in  regulations  1.17 
(d)  and  (e)  with  respect  to  open  com¬ 
modity  futures  contracts  are  based  upon 
the  dollar  values  of  such  contracts.  As  a 
result,  the  safety  factors  for  high  dollar 
value,  low  volatility  contracts  are  dis¬ 
proportionately  high  in  terms  of  the 
risks  involved  in  trading  in  such  con¬ 
tracts  when  compared  with  the  safety 
factors  on  highly  volatile,  low-dollar  con¬ 
tracts.  In  order  to  relate  the  safety  fac¬ 
tors  on  a  particular  contract  to  the  risks 
Involved  in  trading  in  that  contract,  the 
Commission  is  proposing  the  adoption  of 
a  new  safety  factor  computation  based 
on  the  volatility  rather  than  the  dollar 
value  of  each  contract.  Specifically,  the 
safety  factor  on  a  particular  contract 
under  the  proposed  rule  would  be  based 
on  a  percentage  of  a  standard  fluctua¬ 
tion  of  the  price  of  that  contract. 

The  standard  fluctuation  of  a  contract 
would  be  determined  by  measuring  the 
price  change  in  each  delivery  month  of 
the  contract  over  a  flve-business-day  pe¬ 
riod  beginning  with  each  business  day 
during  the  past  six  months.  These  price 
changes  would  be  averaged  to  obtain  the 
mean  flve-business-day  price  change  for 
all  delivery  months.  Three  standard 
deviations  would  then  be  computed  from 
the  data,  and  added  to,  the  mean  to  ar¬ 
rive  at  the  standard  fluctuation  for  the 
commodity. 

Standard  fluctuations  would  be  pub¬ 
lished  in  dollar  amounts  for  a  specified 
quantity  of  each  commodity.  The  safety 
factor  for  proprietary  positions  would  be 
100  percent  of  this  dollar  amount,  ad¬ 
justed  to  correspond  to  the  quantity  of 
the  contract  for  which  the  safety  factor 
is  being  determined.  The  safety  factor  for 
customer  positions  would  be  5  percent  of 
this  amount,  adjusted  in  the  same  man¬ 
ner.  The  Commission  anticipates  that 
the  safety  factors  with  respect  to  both 
customer  and  proprietary  open  trades  or 
contracts  would  closely  approximate  the 
dollar  amounts  of  the  present  safety 
factors  for  most  commodities.  For  ex¬ 
ample,  a  typical  mean  flve-business-day 
price  change  for  a  5,000  bushel  com  con¬ 
tract  would  be  approximately  $360.  with 
a  standard  deviation  of  approximately 
$200.  The  standard  fluctuation  (and  the 
proprietary  safety  factor)  for  the  con¬ 
tract  would  be  approximately  $960  ($360 


plus  3  times  the  standard  deviation  of 
$200).  The  customer  safety  factor  would 
be  five  percent  of  this  or  $48.  The  cur¬ 
rent  safety  factors  on  proprietary  and 
customer  positions  are  in  the  neighbor¬ 
hood  of  $1250  and  $62,  respectively.  For  a 
5,000  troy  ounce  silver  contract,  a  typical 
mean  5-business-day  price  change  would 
be  $980  with  a  standard  deviation  of  $415. 
The  standard  fluctuation,  and  the  pro¬ 
prietary  safety  factor,  would  be  $2225 
($980  plus  3  times  the  standard  deviation 
of  $415).  The  customer  safety  factor 
would  be  $111.  The  current  proprietary 
and  customer  safety  factors  on  this  con¬ 
tract  are  in  the  neighborhood  of  $2450 
and  $123,  respectively.  A  typical  mean  5- 
business-day  price  change  for  a  50,000 
pound  Maine  potato  contract  would  be 
approximately  $420,  with  a  standard 
deviation  of  approximately  $270.  The 
standard  fluctuation  (and  the  propri¬ 
etary  safety  factor)  for  the  contract 
would  be  approximately  $1230  ($420  plus 
3  times  the  standard  deviation  of  $270) . 
The  customer  safety  factor  would  be  five 
percent  of  this  or  $61.  The  current  safety 
factors  on  proprietary  and  customer 
positions  are  in  the  neighborhood  of  $280 
to  $590  and  $14  to  $28  respectively.  The 
reason  for  the  large  change  from  the  cur¬ 
rent  safety  factor  to  the  proposed  safety 
factor  for  potatoes  is  that  the  current 
safety  factor  does  not  properly  reflect  the 
volatility  of  potatoes  In  relation  to  the 
safety  factors  of  most  other  commodities. 

The  Commission  recognizes  that  the 
ability  of  an  FCM  to  anticipate  its  future 
capital  needs  and  to  plan  accordingly  is 
critical.  Safety  factors  on  all  commodi¬ 
ties  would  be  re-computed  by  the  Com¬ 
mission  on  a  semi-annual  basis  and  pub¬ 
lished  In  the  Federal  Register  at  least 
thirty  days  prior  to  their  effective  date. 
The  Commission  would  have  the  ability 
to  adjust  safety  factors  in  response  to 
unusually  volatile  or  dangerous  market 
situations,  such  as  those  which  recently 
occurred  in  orange  juice  and  Mexican 
Pesos;  however,  the  Commission  antici¬ 
pates  that  such  interim  adjustments 
would  be  rare.  If  such  adjustments  are 
necessary,  the  Commission  will  give  as 
much  advance  notice  as  possible.  More¬ 
over,  the  existence  of  aberrant  market 
conditions  necessitating  such  action 
would  in  itself  alert  the  FCM  community 
to  the  possibility  of  interim  safety  factor 
adjustments. 

SAFETY  FACTORS  ON  COMMODITY  OPTIONS 

Under  current  regulation  1.17,  no  spe¬ 
cific  treatment  is  provided  for  open  com¬ 
modity  option  contracts  held  in  cus¬ 
tomers’  or  proprietary  accounts  of  FCM. 
The  Commission  believes  it  may  be  ap¬ 
propriate  to  treat  commodity  options 
similar  to  commodity  futures  contracts 
In  evaluating  an  FCM’s  financial  status. 
Accordingly,  in  proposed  regulation  1.17 
(c)(5)(xll),  the  Commission  has  set 
forth  a  series  of  proposed  safety  factors 
with  respect  to  open  commodity  option 
contracts  which  are  based  upon  the  vola¬ 
tility  of  the  underlying  futures  contract 
or  of  the  futures  contract  on  the  com¬ 
modity  which  is  the  subject  of  such  op¬ 
tion.  These  proposed  safety  factors  re- 
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late  only  to  commodity  options  which  are 
traded  on  a  commodity  option  exchange 
and  which  can  neither  be  liquidated  nor 
offset  by  another  transaction  on  that  ex¬ 
change  but  are  allowed  only  to  expire  or 
be  exercised.  These  are  the  type  of  com¬ 
modity  options  which  are  currently 
traded  by  members  of  the  London  Metals 
Exchange  and  the  International  Com¬ 
modities  Clearing  House.  In  the  event  a 
different  form  of  commodity  option  con¬ 
tract  is  developed  by  a  United  States 
commodity  option  exchange  pursuant  to 
Commission  regulations  governing  a  test 
program  in  domestic  commodity  options, 
the  Commission  will  propose  the  adop¬ 
tion  of  appropriate  safety  factors  with 
regard  to  such  options.  However,  until 
such  time  as  the  Commission  has  had  the 
opportunity  to  conduct  a  comprehensive 
review  and  study  of  a  proposal  for  such 
options,  the  Commission  believes  it  would 
be  inappropriate  to  attempt  to  design 
safety  factors  for  such  options.” 

The  Commission  believes  that  a  com¬ 
modity  option  contract  which  is  part  of  a 
spread  or  straddle  position  should  not 
be  subject  to  the  identical  safety  factor 
which  is  imposed  upon  a  commodity  op¬ 
tion  which  1s  not  part  of  a  spread  or 
straddle  position.  However,  in  attempting 
to  adjust  the  safety  factors  on  commod¬ 
ity  options  to  account  for  the  various 
spread  and  straddle  positions  which 
commodity  options  make  possible  when 
combined  with  other  commodity  options 
or  commodity  futures  or  cash  commodity 
positions,  the  Commission  is  faced  with 
an  extremely  complex  problem.  For  ex¬ 
ample,  what  are  the  appropriate  safety 
factors  in  the  following  situations: 

(i)  Where  a  long  call  or  long  put  com¬ 
modity  option  is  used  to  cover  a  short  or 
long  futures  contract: 

(ii)  Where  a  short  or  long  futures  con¬ 
tract  is  used  to  cover  a  short  put  or  short 
call  commodity  option; 

(iii)  Where  one  option  is  used  to  cover 
another  option,  especially  in  the  situa¬ 
tion  where  the  two  options  have  dif¬ 
ferent  striking  prices:  and 

(iv)  Where  a  commodity  option  is  used 
to  cover  cash  inventory  or  cash  inven¬ 
tory  is  used  "'to  cover  a  commodity 
option. 

There  are  more  than  50  separate  and  dis¬ 
tinct  safety  factor  computations  which 
might  be  developed  to  cover  the  various 
spread  or  straddle  positions  which  could 
arise  through  the  combination  of  com¬ 
modity  options,  commodity  futures  con¬ 
tracts  and  cash  positions.  The  Commis¬ 
sion  has  set  forth  in  proposed  regulation 
1.17(c)  (5)  (xii)  a  series  of  15  specific 

17  On  March  30,  1977,  the  Commission 
stated  that  It  hoped  to  adopt  the  revisions 
to  regulation  1.17  proposed  today  to  coincide 
with  the  Implementation  of  a  pilot  program 
for  trading  commodity  options.  43  FR  18260 
(April  5,  1977).  The  Commission  further 
stated  that  If  this  Is  not  possible,  it  would 
propose  modification  of  |  1.17  solely  with 
respect  to  commodity  option  trading.  Since 
the  comment  period  on  the  proposed  revi¬ 
sions  to  regulation  1.17  does  not  end  until 
November  1,  1977,  this  latter  approach  now 
appears  more  likely. 


safety  factor  computations  which  it  be¬ 
lieves  represent  the  optimum  balance  be¬ 
tween  a  propor  evaluation  of  an  FCM’s 
financial  status  and  the  complexities  in¬ 
volved  in  evaluating  this  status  with  re¬ 
spect  to  safety  factors  imposed  on  com¬ 
modity  options  contracts.  However,  the 
Commission  specifically  requests  com¬ 
ment  on  the  appropriateness  of  these 
safety  factors  and  on  any  additional  or 
alternative  safety  factors  which  might 
reduce  the  complexities  of  computation 
and  provide  for  a  more  appropriate 
method  of  evaluating  the  financial 
status  of  an  PC M  engaging  in  commod¬ 
ity  option  transactions  for  its  own  ac¬ 
count  and  those  of  its  customers. 

ALTERNATIVES  TO  THE  USE  OF  SAFETY 
FACTORS 

As  can  be  seen  from  the  above  dis¬ 
cussion  of  safety  factors  on  commodity 
futures  and  options,  these  items  add 
significantly  to  the  complexity  of  an 
FCM’s  net  capital  computation.  The 
Commission  believes  it  may  be  possible 
to  develop  simpler  safety  factors  or  an 
acceptable  alternative  to  the  use  of 
safety  factors  in  general  and  specifically 
requests  comment  in  this  area.  In  this 
regard,  the  Commission  points  out  that 
it  may  be  possible  to  develop  an  approach 
to  customer  positions  which  differs  from 
that  used  with  respect  to  proprietary 
positions.  For  example,  an  acceptable 
alternative  to  safety  factors  on  customer 
positions  might  be  based  upon  the  mar¬ 
gin  requirements  of  a  contract  market  or 
its  clearing  house  or  upon  the  price  limits 
of  a  contract.  The  Commission  specifi¬ 
cally  requests  comment  on  the  appropri¬ 
ateness  of  this  type  of  approach. 

AGGREGATE  INDEBTEDNESS 

Proposed  regulation  1.17(c)  (6)  defines 
the  term  “aggregate  indebtedness”  as 
“liabilities,”  as  defined  in  paragraph  (c) 
(4)  of  the  proposed  rule,  less  the  follow¬ 
ing: 

(a)  Indebtedness  adequately  collat¬ 
eralized  by  spot  commodities  or  securi¬ 
ties  which  are  carried  long  by  the  FCM 
or  by  securities  which  collateralize  a 
secured  demand  note  pursuant  to  para¬ 
graph  (h)  of  the  proposed  rule; 

(b)  Advances  received  by  the  FCM 
against  bills  of  lading  issued ; 

(c)  Credit  balances  in  the  accounts  of 
general  partners; 

(d)  Long-term  debt  adequately  col¬ 
lateralized; 

(e)  Certain  liabilities  which  are  effec¬ 
tively  subordinated  to  claims  of  creditors, 
but  which  are  not  subject  to  a  satisfac¬ 
tory  subordination  agreement,  as  defined 
in  proposed  regulation  1.17(h);  and 

(f )  Deferred  tax  liabilities  not  already 
specifically  excluded  from  liabilities. 

PORPOSED  LIMITATIONS  ON  SUBORDINATED 
DEBT  AND  WITHDRAWAL  OF  CAPITAL 

As  previously  discussed,  the  Commis¬ 
sion  believes  one  of  the  principal  inade¬ 
quacies  in  current  regulation  1.17  is  the 
impermanence  of  the  capital  an  FCM 
may  use  to  finance  its  operations.  This 
concern  has  been  reflected  in  the  treat¬ 
ment  of  non -subordinated,  long-term 


debt  under  the  proposed  revisions  to 
regulation  1.17.  While  the  Commission 
does  not  believe  a  similar  treatment  of 
subordinated  debt  is  appropriate  or  nec¬ 
essary,  it  does  believe  an  FCM  should 
not  be  able  to  finance  its  business  solely 
through  the  use  of  subordinated  debt. 
Rather,  some  minimum  amount  of  equity 
capital  appears  to  be  essential  to  the 
financial  stability  of  any  FCM.  Accord¬ 
ingly,  proposed  regulation  1.17(d)  pro¬ 
vides  that  a  futures  commission  mer¬ 
chant  may  not  permit  the  total  out¬ 
standing  principal  amounts  of  its  satis¬ 
factory  subordination  agreements  to 
exceed  70  percent  of  its  debt-equity  total 
for  a  period  in  excess  of  90  days.  The 
term  “debt-equity  total”  is  specifically 
defined  in  the  proposed  rule. 

The  Commission  is  also  concerned  that 
the  withdrawal  of  capital  by  a  partner 
or  shareholder  may  impair  an  FCM’s 
financial  status.  Accordingly,  proposed 
regulation  1.17(e)  provides  that  no 
equity  capital  of  an  FCM,  or  of  a  sub¬ 
sidiary  or  an  affiliate  consolidated  pur¬ 
suant  to  proposed  regulation  1.17(f), 
may  be  withdrawn  by  action  of  a  stock¬ 
holder  or  partner  or  by  redemption  or 
repurchase  of  shares  of  stock  by  any  of 
the  conslidated  entities  or  through  the 
payment  of  dividends  or  any  similar  dis¬ 
tribution,  nor  may  any  unsecured  ad¬ 
vance  or  loan  be  made  to  a  stockholder, 
partner,  sole  proprietor  or  employee,  if 
such  actions  would  reduce  the  FCM’s  ad¬ 
justed  net  capital  below  certain  specified 
mlnimums  or  cause  the  outstanding 
principal  amount  of  satisfactory  sub¬ 
ordination  agreements  to  exceed  70  per¬ 
cent  of  the  FCM’s  debt-equity  total  as 
defined  in  proposed  regulation  1.17(d). 

Similar  concerns  led  to  SEC  to  restrict 
the  withdrawal  of  capital  from  broker- 
dealers  and  the  excessive  use  of  sub¬ 
ordinated  debt  by  broker-dealers  in  SEC 
rules  15c3-l  (d)  and  (e),  17  CFR  240.- 
15c3-l  (d)  and  (e) .  Moreover,  the  SEC’s 
experience  in  dealing  with  these  restric¬ 
tions  indicates  that  compliance  by  the 
FCM  community  with  these  restrictions 
should  present  no  major  problems. 

«  CONSOLIDATION 

In  computing  an  FCM’s  net  capital  and 
aggregate  indebtedness,  the  assets  and 
labilities  of  all  subsidiaries  or  affiliates 
for  which  the  FCM  guarantees,  endorses 
or  assumes,  directly  or  Indirectly,  the  ob¬ 
ligations  or  liabilities  thereof  must  be  in¬ 
cluded.  However,  if  such  consolidation 
increases  the  FCM’s  adjusted  net  capital 
and/or  decreases  the  minimum  financial 
requirement  applicable  to  the  FCM,  such 
benefits  may  not  be  recognized  in  the 
FCM’s  capital  computation  unless  an 
opinion  of  counsel  is  obtained  stating 
that  the  net  asset  values,  or  the  portion 
thereof  related  to  the  parent’s  ownership 
interest  in  the  subsidiary  or  affiliate,  may 
be  caused  by  the  FCM  or  a  trustee  to  be 
distributed  to  the  FCM  within  30  calen¬ 
dar  days.  The  assets  and  liabilities  of  a 
subsidiary  or  affiliate  whose  liabilities 
and  obligations  have  not  been  guaran¬ 
teed,  endorsed,  or  assumed  directly  or  in¬ 
directly  by  the  FCM  may  also  be  con- 
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soUdated  if  such  opinion  by  outside  coun¬ 
sel  is  obtained. 

Certain  requirements  must  be  followed 
in  preparing  a  consolidated  capital  com¬ 
putation;  paragraph  (f)(3)  of  the  pro¬ 
posed  rule  enumerates  these  require¬ 
ments. 

ALTERNATIVE  CAPITAL  REQUIREMENT 

As  previously  stated,  an  PCM  may,, 
under  proposed  regulation  1.17(g),  elect 
to  be  subject  to  an  alternative  capital 
requirement.  If  such  an  election  is  made, 
the  PCM  must  at  all  times  maintain  ad¬ 
justed  net  capital  equal  to  the  greater 
of  $100,000  or  4  percent  of  the  funds 
required  to  be  segregated  pursuant  to 
the  Act  and  the  regulations  thereunder 
plus,  for  Securities  Brokers  or  Dealers, 
4  percent  of  the  aggregate  debit  items 
computed  in  accordance  with  the  for¬ 
mula  for  determination  of  reserve  rc- 
quirements  in  SEC  rule  15c3-3a,  17  CPR 
240.15c3-3a.  Once  such  an  election  has 
been  made,  an  PCM  must  continue  to 
operate  under  this  alternative  require¬ 
ment  until  a  change  in  such  election  is 
approved  by  the  Commission. 

SATISFACTORY  SUBORDINATION  AGREEMENT 

Paragraph  (h)  of  proposed  regulation 
1.17  defines,  in  detail,  satisfactory  sub¬ 
ordination  agreements.  The  definition  is 
the  same  as  that  employed  by  the  SEC 
except  for  those  FCM’s  electing  to  comply 
with  the  minimum  capital  requirements 
of  proposed  regulation  1.17(g).  Por  such 
FCM’s  certain  specific  provisions  have 
been  added  which  relate  directly  to  the 
requirements  to  which  they  are  subject. 

Future  Proposals — A  Revised  Early 

Warning  System  and  the  Delegation 

or  Regulatory  Responsibilities 

EARLY  WARNING 

As  mentioned  at  the  outset  of  this  re¬ 
lease,  the  Commission  will  shortly  pro¬ 
pose  the  adoption  of  a  revised  early 
warning  system  designed  to  give  advance 
notice  of  an  FCM’s  financial  deteriora¬ 
tion.  Specifically,  this  early  warning  sys¬ 
tem  would  require  an  PCM  to  notify  the 
Commission  Immediately  upon  the  oc¬ 
currence  of  any  of  the  following:  the 
FCM’s  inability  to  comply  with  the  mini¬ 
mum  financial  requirements  of  proposed 
regulation  1.17,  undersegregation  of  cus¬ 
tomers’  funds,  suspension  or  expulsion  of 
the  PCM  from  any  contract  market,  or 
any  failure  of  the  PCM  to  keep  its  books 
and  records  in  a  current  status.  It  would 
also  require  an  PCM  to  file  more  frequent 
financial  reports  as  its  financial  condi¬ 
tion  deteriorates. 

REGULATORY  RESPONSIBILITY 

In  the  October  15, 1976  Federal  Regis¬ 
ter  release  announcing  the  proposal  of 
revised  financial  reporting  requirements 
for  PCM’s,  the  Commission  stated  that: 

|I|t  Is  Commission  policy  to  encourage 
contract  market  self-regulation.  In  this  re¬ 
gard.  the  Commission  anticipates  requiring 
all  contract  markets  to  adopt  and  to  enforce 
uniform  minimum  financial  and  related  re¬ 
porting  requirements.  Such  requirements 
would  be  subject  to  the  same  active  over¬ 
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sight  regulation  as  are  the  other  rule  en¬ 
forcement  programs  of  the  contract  markets. 
However,  because  of  the  common  interest  of 
the  contract  markets  In  the  financial  Integ¬ 
rity  of  their  member  PCM's  and  because  of 
the  uniform  applicability  of  the  minimum  fi¬ 
nancial  and  related  reporting  requirements 
envisioned  by  the  Commission.  It  may  be 
advantageous  for  the  contract  markets  to 
engage  In  a  Joint  enforcement  or  audit  pro¬ 
gram  to  monitor  compliance  with  such  uni¬ 
form  minimum  financial  and  related  report¬ 
ing  requirements.  Such  a  Joint  program  or  an 
alternative  program  through  a  national  fu¬ 
tures  association,  as  provided  for  In  Title  III 
of  the  Commodity  Futures  Trading  Commis¬ 
sion  Act  of  1974,  7  U.8.C.  31,  could  meet 
the  anticipated  Commission  requirements. 

(41  PR  45706.) 

The  Commission  is  aware  that  should 
all  contract  markets  be  required  to  adopt 
and  to  enforce  uniform  minimum  finan¬ 
cial  and  related  reporting  requirements, 
the  PCM  community  would  be  subjected 
to  unnecessarily  frequent  and  repetitive 
audits  and  financial  examinations.  Each 
contract  market  of  which  an  PCM  la  a 
member  would  undoubtedly  feel  obligated 
to  conduct  its  own  independent  audits  to 
insure  the  PCM’s  financial  integrity  in 
order  to  avoid  not  only  Commission 
sanctions  but  also  civil  liability  to  pri¬ 
vate  litigants  for  failure  to  adequately 
enforce  the  minimum  financial  standards 
applicable  to  such  PCM’s.  Even  today,  in 
the  absence  of  such  an  enforcement  ob¬ 
ligation  placed  upon  all  contract  mar¬ 
kets,  many  PCM’s  are  subject  to  audits 
by  three  different  regulatory  organiza¬ 
tions  within  this  Industry,  frequently  in 
rapid  succession. 

In  order  to  avoid  the  necessity  for  such 
unnecessary  and  repetitive  audits  and  to 
facilitate  the  development  of  a  Title  m 
Association,  the  Commission  will  shortly 
propose  the  adoption  of  a  rule  which 
would  enable  contract  markets  to  d de¬ 
gate  responsibility  for  the  financial  over¬ 
sight  of  an  PCM  which  is  a  member  of 
more  than  one  contract  market  to  a  sin¬ 
gle  contract  market  or  other  self -regula¬ 
tory  organization  and  which,  in  the  ab¬ 
sence  of  such  a  delegation,  would  author¬ 
ize  the  Commission  to  designate  a  single 
contract  market  or  other  self -regulatory 
organization  with  this  responsibility. 

In  consideration  of  the  foregoing,  the 
Commission  hereby  proposes  to  amend 
17  CPR  Part  1  by  revising  $  1.17  to  read 
as  follows : 

§  1.17  Minimum  financial  require¬ 
ments— f  utures  commission  mer¬ 
chants. 

(a)(1)  Except  as  provided  in  para¬ 
graphs  (a)  (2)  and  (a)  (3)  of  this  section, 
each  person  registered  as  a  futures  com¬ 
mission  merchant  must  maintain  ad¬ 
justed  net  capital  equal  to  or  in  excess 
of  (i)  the  greater  of  $25,00  or  6%  per¬ 
cent  of  aggregate  indebtedness,  or,  (11) 
in  the  case  of  a  registrant  electing  to  op¬ 
erate  pursuant  to  paragraph  (g)  of  this 
section,  the  greater  of  $100,00  or  4  per¬ 
cent  of  the  funds  required  to  be  segre¬ 
gated  pursuant  to  the  Act  and  these  reg¬ 
ulations  plus,  for  Securities  Brokers  and 
Dealers.  4  percent  of  aggregate  debit 
items  computed  in  accordance  with  the 


Formula  for  Determination  of  Reserve 
Requirements  (Exhibit  A  to  Rule  15c3-3, 

17  CFR  240.15c3-3a>. 

(2)  The  requirements  of  paragraph 
(a)(1)  of  this  section  shall  not  be  ap¬ 
plicable  if  the  registrant  is  a  member  of 
a  contract  market  and  conforms  to  min¬ 
imum  financial  standards  and  related 
reporting  requirements  set  by  such  con¬ 
tract  market  in  its  bylaws,  rules,  regula¬ 
tions  or  resolutions  approved  by  the 
Commission  pursuant  to  section  4(f)  (2) 
of  the  Act  after  (the  effective  date  of  this 
regulation) . 

(3)  Notwithstanding  the  provisions  of 
paragraphs  (a)(1)  and  (a)(2)  of  this 
section,  a  registrant  which  engages  in 
commodity  option  transactions  as  de¬ 
fined  in  section  32.1  of  these  regulations 
and  is  required  to  be  registered  as  a  fu¬ 
tures  commission  merchant  under  sec¬ 
tion  32.3  or  which  makes,  underwrites,  is¬ 
sues  or  otherwise  assumes  responsibility 
for  the  fulfillment  of  a  commodity  option 
transaction  as  defined  In  section  32.1  of 
these  regulations  must  maintain  ad¬ 
justed  net  capital  of  at  least  $50,000. 

(4)  Each  registrant  must  be  in  com¬ 
pliance  with  this  section  1.17  at  all  times 
and  must  be  able  to  demonstrate  such 
compliance  to  the  satisfaction  of  the 
Commission  and/or  any  contract  mar¬ 
ket  of  which  the  registrant  is  a  member 
or  such  registrant  must  immediately 
oeaso  doing  business  as  a  futures  com¬ 
mission  merchant  until  such  time  as  the 
registrant  is  able  to  demonstrate  com¬ 
pliance  with  this  1 1.17;  Provided,  how¬ 
ever,  the  registrant  may  trade  for  liqui¬ 
dation  purposes  only  unless  otherwise 
directed  by  the  Commission.  No  person 
applying  for  registration  as  a  futures 
commission  merchant  shall  be  so  regis¬ 
tered  unless  such  person  affirmatively 
demonstrates  to  the  satisfaction  of  the 
Commission  that  it  complies  with  the 
financial  requirements  of  this  1 1.17. 

(b)  Where  the  applicant  or  registrant 
has  an  asset  or  liability  which  is  defined 
in  Securities  and  Exchange  Commission 
rule  S  240.15C3-1  of  this  title,  the  inclu¬ 
sion  or  exclusion  of  all  or  part  of  such 
asset  or  liability  for  the  computation  of 
adjusted  net  capital  and  aggregate  in¬ 
debtedness  shall  be  in  accordance  with 
§  240.15c3-l  of  this  title,  unless  specifi¬ 
cally  stated  otherwise  in  this  section. 

(c)  Definitions:  For  the  purposes  of  this 
section:  (1)  The  term  “net  capital” 
means  the  amount  by  which  current  as-  ^ 
sets  exceed  liabilities.  In  determining 
“net  capital”; 

(1)  Unrealized  profits  shall  be  added 
and  unrealized  losses  shall  be  deducted 
in  the  accounts  of  the  applicant  or  regia* 
trant; 

(ii)  All  long  and  all  short  positions  in 
listed  security  options  shall  be  marked 
to  their  market  value  and  all  long  and 
all  short  securities  and  commodities  posi¬ 
tions  shall  be  marked  to  their  market 
value; 

(iii)  The  value  attributed  to  any  n on- 
transferable  commodity  option  shall  be 
the  difference  between  the  option’s  strik¬ 
ing  price  and  the  market  value  for  the 
actual  commodity  or  futures  contract 
which  is  the  subject  of  the  option.  In 
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the  case  of  a  call  commodity  option,  if 
the  market  value  for  the  actual  com¬ 
modity  or  futures  contract  which  is  the 
subject  of  the  option  is  less  than  the 
striking  price  of  the  option,  it  shall  be 
given  no  value.  In  the  case  of  a  put  com¬ 
modity  option,  if  the  market  value  for 
the  actual  commodity  or  futures  con¬ 
tract  which  is  the  subject  of  the  option  is 
more  than  the  striking  price  of  the  op¬ 
tion,  it  shall  be  given  no  value; 

(iv)  The  value  attributed  to  any  un¬ 
listed  security  option  shall  be  the  differ¬ 
ence  between  the  option’s  exercise  value 
or  striking  value  and  the  market  value 
of  the  underlying  security.  In  the  case  of 
an  unlisted  call,  if  the  market  value  of 
the  underlying  security  is  less  than  the 
exercise  value  or  striking  value  of  such 
call,  it  shall  be  given  no  value;  and,  in 
the  case  of  an  unlisted  put,  if  the  market 
value  of  the  underlying  security  is  more 
than  the  exercise  value  or  striking  value 
of  the  unlisted  put,  it  shall  be  given  no 
value;  and 

(v)  Units  of  inventory  that  are  com¬ 
mitted  to  fixed  price  sales,  must  be  stated 
at  the  fixed  sales  price. 

(2)  The  term  “current  assets”  means 
cash  and  other  assets  or  resources  com¬ 
monly  identified  as  those-  which  are  rea¬ 
sonably  expected  to  be  realized  in  cash  or 
sold  during  the  next  twelve  months. 
“Current  assets”  shall; 

(i)  Exclude  any  unsecured  commodity 
futures  or  option  account  containing  a 
ledger  balance  and  open  trades,  the  com¬ 
bination  of  which  liquidates  to  a  deficit 
or  containing  a  debit  ledger  balance  only, 
provided  however,  deficits  or  debit  ledger 
balances  in  unsecured  customers’  and 
proprietary  accounts  which  are  the  sub¬ 
ject  of  calls  for  margin  or  other  required 
deposits  which  are  outstanding  five  busi¬ 
ness  days  or  less  may  be  included  in  cur¬ 
rent  assets; 

(ii)  Exclude  all  unsecured  receivables, 
advances  and  loans  except  for: 

(A)  Receivables  resulting  from  the 
marketing  of  commodities  and  their 
products  and  by-products;  Provided, 
such  receivables  are  outstanding  not 
more  than  30  days  past  the  invoice  due 
date  and  the  invoice  due  date  is  not  later 
than  30  days  past  the  date  for  which  the 
report  is  made; 

(B)  Interest  receivable,  floor  broker¬ 
age  receivable,  commissions  receivable 
from  other  brokers  or  dealers  (other 
than  unrealized  commissions  on  open 
futures  contracts  and  syndicate  profits), 
mutual  fund  concessions  receivable  and 
management  fees  receivable  from  regis¬ 
tered  investment  companies  and  com¬ 
modity  pools,  provided  such  receivables 
are  outstanding  no  longer  than  thirty 
(30)  days  from  the  date  they  arise;  and 
dividends  receivable  outstanding  no 
longer  than  thirty  (30)  days  from  the 
payable  date; 

(C)  Receivables  from  “clearing  organ¬ 
izations,”  option  clearing  organizations, 
foreign  clearing  organizations  and  secu¬ 
rities  clearing  organizations; 

(D)  Receivables  from  registered  fu¬ 
tures  commission  merchants  or  brokers, 
resulting  from  commodity  futures  or  op¬ 
tion  transactions,  except  those  specifi¬ 


cally  excluded  under  paragraph  (c)  (2) 
(1)  of  this  section; 

(E)  Insurance  claims  which  are  not 
older  than  seven  (7)  business  days  from 
the  date  the  loss  giving  rise  to  the  claim 
is  discovered;  insurance  claims  which 
are  not  older  than  twenty  (20)  business 
days  from  the  date  the  loss  giving  rise  to 
the  claim  is  discovered  and  which  are 
covered  by  an  opinion  of  outside  counsel 
that  the  claim  is  valid  and  is  covered  by 
insurance  policies  presently  in  effect;  in¬ 
surance  claims  which  are  older  than 
twenty  (20)  business  days  from  the  date 
the  loss  giving  rise  to  the  claim  is  discov¬ 
ered  and  which  are  covered  by  an  opin¬ 
ion  of  outside  counsel  that  the  claim  is 
valid  and  is  covered  by  insurance  poli¬ 
cies  presently  in  effect  and  which  have 
been  acknowledged  in  writing  by  the  in¬ 
surance  carrier  as  due  and  payable,  pro¬ 
vided  such  claims  are  not  outstanding 
longer  than  twenty  (20)  business  days 
from  the  date  they  are  so  acknowledged 
by  the  carrier. 

(iii)  Exclude  all  unrealized  commis¬ 
sions  on  open  futures  contracts; 

(iv)  Exclude  all  prepaid  expenses  and 
deferred  charges; 

(v)  Exclude  all  inventories  except  for: 

(A)  Readily  marketable  spot  commod¬ 
ities; 

(B)  Securities  which  are  considered 
“readily  marketable”  (as  defined  in  17 
CFR  240.15c3-l(c)  (11) )  or  which  “ade¬ 
quately  collateralize”  indebtedness  un¬ 
der  paragraph  (c)  (7)  of  this  section; 

(C)  Work  in  process  and  finished 
goods  at  market  value  which  result  from 
the  processing  of  commodities;  and 

(D)  Raw  materials  at  market  value 
which  will  be  combined  with  spot  com¬ 
modities  to  produce  a  finished  processed 
commodity. 

(vi)  Include  fixed  assets  and  assets 
which  otherwise  would  be  considered 
non-current  to  the  extent  of  any  indebt¬ 
edness  excluded  in  accordance  with  par¬ 
agraph  (c)  (6)  (iv)  of  this  section,  pro¬ 
vided  such  liabilitties  are  not  excluded 
from  liabilities  in  the  computation  of  net 
capital  under  paragraph  (c)(4)(v)  of 
this  section; 

(vii)  Exclude  all  assets  doubtful  of  col¬ 
lection  or  realization  less  any  reserves 
established  therefore; 

(viii)  Include,  in  the  case  of  future  in¬ 
come  tax  benefits  arising  as  a  result  of 
unrealized  losses,  the  amount  of  such 
benefits  not  exceeding  the  amount  of  in¬ 
come  tax  liabilities  accrued  on  the  books 
and  records  of  the  applicant  or  regis¬ 
trant,  but  only  to  the  extent  such  bene¬ 
fits  could  have  been  applied  to  reduce 
accrued  tax  liabilities  on  the  date  of  the 
capital  computation,  had  the  related' un¬ 
realized  losses  been  realized  on  that  date; ' 

(ix)  Exclude  exchange  memberships. 

(3)  A  loan  or  advance  or  any  other 
form  of  receivable  shall  not  be  consid¬ 
ered  “secured”  for  the  purposes  of  para¬ 
graph  (c)  (2)  of  this  section  unless  the 
following  conditions  exist: 

(i)  The  receivable  is  secured  by  collat¬ 
eral  which  is  otherwise  unencumbered 
and  which  can  be  readily  converted  into 
cash  equal  to  or  in  excess  of  that  part  of 
the  receivable  which  is  shown  in  the  ap¬ 


plicant’s  or  registrant’s  records  as  se¬ 
cured;  and 

(il)  (A)  The  collateral  is  in  the  pos¬ 
session  and  control  of  the  applicant  or 
registrant;  or 

(B)  The  applicant  or  registrant  has 
a  legally  enforceable,  written  security 
agreement,  signed  by  the  debtor,  and  has 
a  perfected  security  interest  in  the  col¬ 
lateral  within  the  meaning  of  the  laws 
of  the  state  in  which  the  collateral  1s 
located. 

(4)  The  term  “liabilities”  means  the 
total  money  liabilities  of  an  applicant 
or  registrant  arising  in  connection  with 
any  transaction  whatsoever,  including 
economic  obligations  of  an  applicant  or 
registrant  that  are  recognized  and  meas¬ 
ured  in  conformity  with  generally  ac¬ 
cepted  accounting  principles.  “Liabili¬ 
ties”  also  include  certain  deferred  credits 
that  are  not  obligations  but  that  are  rec¬ 
ognized  and  measured  in  conformity  with 
generally  accepted  accounting  principles. 
For  the  purposes  of  computing  “net  capi¬ 
tal”,  the  term  “liabilities”: 

(i)  Excludes  liabilities  of  an  applicant 
or  registrant  which  are  subordinated  to 
the  claims  of  all  general  creditors  of  the 
applicant  or  registrant  pursuant  to  a 
satisfactory  subordination  agreement,  as 
defined  in  paragraph  1.17(h)  of  this 
section; 

(il)  Excludes  the  amount  of  money, 
securities  and  property  due  to  commodity 
futures  or  option  customers  which  is  held 
in  segregated  accounts  in  compliance 
with  the  requirements  of  the  Act  and 
these  regulations:  Provided,  however. 
That  such  exclusion  may  be  taken  only 
if  such  money,  securities  and  property 
held  in  segregated  accounts  have  been 
excluded  from  current  assets  in  comput¬ 
ing  net  capital; 

(iii)  Includes,  in  the  case  of  an  appli¬ 
cant  or  registrant  who  is  a  sole  pro¬ 
prietor,  the  excess  of  liabilities  which 
have  not  been  incurred  in  the  course  of 
business  as  a  futures  commission  mer¬ 
chant  over  assets  not  used  in  the 
business; 

(iv)  Excludes  the  lesser  of  any  de¬ 
ferred  income  tax  liability  related  to  the 
items  in  ( A) ,  (B) ,  and  (C)  below,  or  the 
sum  of  (A),  (B),  and  (C)  below; 

(A)  The  aggregate  amount  resulting 
from  applying  to  the  amount  of  the 
deductions  computed  in  accordance  with 
paragraph  (c)  (5)  or  paragraph  (g)  of 
this  section,  the  appropriate  Federal  and 
State  tax  rate(s)  applicable  to  any  un¬ 
realized  gain  on  the  asset  on  which  the 
deduction  was  computed; 

(B)  Any  deferred  tax  liability  related 
to  income  accrued  which  is  directly  re¬ 
lated  to  an  asset  otherwise  deducted  pur¬ 
suant  to  this  section; 

(C)  Any  deferred  tax  liability  related 
to  unrealized  appreciation  in  value  of 
any  asset(s)  which  has  been  otherwise 
excluded  from  current  assets  in  accord¬ 
ance  with  the  provisions  of  this  section; 

(v)  Excludes  liabilities  which  would  be 
classified  as  long  term  in  accordance  with 
generally  accepted  accounting  principles 
to  the  extent  of  the  net  book  value  of 
plant,  property  and  equipment  which  is 
used  in  the  processing,  manufacture. 
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storage  or  shipment  of  commodities,  their 
products  and  by-products  in  a  reportable 
segment  of  the  future  commission  mer¬ 
chant’s  overall  business  activities,  as  de¬ 
fined  in  generally  accepted  accounting 
principles,  other  than  In  the  commodity 
futures,  commodity  option,  security  and 
security  option  segments  of  the  applicant 
or  registrant;  Provided,  that  such  plant, 
property  and  equipment  is  not  included 
in  current  assets  pursuant  to  paragraph 
(c)  (2)  (vi)  of  this  section,  and  Provided 
further,  that  the  exclusion  provided  for 
In  this  paragraph  (c)  (4)  (v)  does  not 
apply  when  computing  aggregate  indebt¬ 
edness  pursuant  to  paragraph  (c)  (6)  of 
this  section. 

(5)  The  term  “adjusted  net  capital” 
means  net  capital  less; 

(I)  Five  percent  of  all  unsecured  re¬ 
ceivables  includable  under  paragraph 
(c)  (2)  (11)  (A)  of  this  section  used  by  the 
applicant  or  registrant  In  computing  "net 
capital”; 

(II)  The  amount  by  which  any  ad¬ 
vances  paid  by  the  applicant  or  registrant 
on  spot  commodity  contracts  and  used 
in  computing  his  net  capital  exceeds  90 
percent  of  the  market  value  of  the  com¬ 
modities  covered  by  such  contracts; 

(III)  In  the  case  of  spot  commodity 
Inventories  that  are  hedged  by  bona  fide 
hedging  positions  In  the  futures  markets 
(as  defined  in  §  1.3  (z)),  five  percent  of 
the  market  value  of  such  Inventories; 

(lv)  In  the  case  of  all  inventories 
which  are  included  as  current  assets  and 
which  are  not  subject  to  paragraph 
(c)  (5)  (ill)  of  this  section,  twenty  percent 
of  the  market  value  of  such  inventories; 
Provided,  however.  That  with  respect  to 
those  units  of  Inventory  that  are  com¬ 
mitted  to  fixed  price  sales  agreements, 
five  percent  of  the  fixed  sales  price  but 
not  to  exceed  the  excess  of  the  value  of 
the  fixed  price  sales  agreement  over  the 
market  value  of  the  spot  commodity 
which  is  the  subject  of  such  agreement. 

(v)  In  the  case  of  securities  and  obli¬ 
gations  used  by  the  applicant  or  regis¬ 
trant  In  computing  his  net  capital,  and 
in  the  case  of  securities  in  segregation 
pursuant  to  section  4d(2)  of  the  Act  and 
these  regulations  which  were  not  de¬ 
posited  by  customers,  the  percentages 
specified  in  17  CFR  240.15c3-l  (c)(2) 

(vi)  (“Securities  Haircuts”)  and  100 
percent  of  the  value  of  “Non-Market- 
able  Securities”  as  specified  in  17  CFR 
240.15c3-l(c)  (2)  (vii),  or  where  appro¬ 
priate,  the  percentages  specified  in  17 
CFR  240.15c3-l(f); 

(vl)  In  the  case  of  securities  options 
used  by  the  applicant  of  registrant  in 
computing  his  net  capital,  the  deductions 
specified  in  17  CFR  240.15c3-l  Appendix 
A.  after  effecting  certain  adjustments  to 
net  capital  for  listed  and  unlisted  op¬ 
tions  as  set  forth  in  such  Appendix; 

(vii)  In  the  case  of  an  applicant  'or 
registrant  who  has  open  contractual 
commitments,  as  hereinafter  defined, 
the  deductions  specified  in  17  CFR  240.- 
15c3-l(c)  (2)  (viii) ; 

(vill)  In  the  case  of  a  fixed  price  sales 
agreement  for  which  the  spot  commod¬ 
ity  which  is  the  subject  of  such  agree¬ 


ment  is  not  either  carried  long  in  the 
applicant's  or  registrant’s  accounts  or 
hedged  by  bona  fide  hedging  positions  in 
the  futures  market  (as  defined  in  17 
CFR  1.3(z)),  the  excess  of  the  market 
value  of  the  spot  commodity  which  is  the 
subject  of  the  agreement  over  the  fixed 
sales  price  plus  ten  percent  of  such  mar¬ 
ket  value; 

(lx)  In  the  case  of  fixed  price  pur¬ 
chase  commitments,  which  are  hedged 
by  bona  fide  hedging  positions  in  the  fu¬ 
tures  markets  (as  defined  in  §1.3  (z) ) , 
five  percent  of  the  market  value  of  the 
inventory  which  is  the  subject  of  such 
commitments  or  in  the  case  of  all  other 
fixed  price  purchase  commitments  twen¬ 
ty  percent  of  the  market  value  of  the 
Inventory  which  is  the  subject  of  such 
commitments  reduced  by  the  amount  by 
which  the  market  value  of  the  spot  com¬ 
modity  which  is  the  subject  of  such 
agreement  exceeds  the  fixed  purchase 
price;  Provided,  that  no  such  reduction 
shall  have  the  effect  of  increasing  ad¬ 
justed  net  capital; 

(x)  For  undermargined  commodity 
and/or  securities  accounts,  the  amount 
of  cash  required  in  each  such  account  to 
meet  the  variation  or  maintenance  mar¬ 
gin  requirements  of  the  applicable  con¬ 
tract  market  or,  for  securities  accounts, 
the  maintenance  margin  requirements 
of  the  Examining  Authority,  as  defined 
in  17  CFR  240.15c3-l(c)  (12),  after  ap¬ 
plication  of  calls  for  margin,  marks  to 
the  market  or  other  required  deposits 
which  are  outstanding  five  business  days 
or  less.  If  for  commodity  accounts  there 
are  no  such  variation  or  maintenance 
margin  requirements  then  the  amount  of 
cash  required  to  provide  margin  on  cus¬ 
tomers’  and  proprietary  accounts  equal 
to  the  amount  necessary,  after  applica¬ 
tion  of  calls  for  margin,  marks  to  mar¬ 
ket  or  other  required  deposits  which  are 
outstanding  five  business  days  or  less,  to 
restore  Initial  margin,  when  the  initial 
margin  has  been  depleted  by  50  percent 
or  more; 

(xi) (A)  In  the  case  of  open  futures 
contracts  held  in  customers’  accounts 
carried  by  the  applicant  or  registrant,  a 
safety  factor  of  five  percent  of  standard 
fluctuation  of  the  greater  of  either  the 
total  long  or  total  short  futures  con¬ 
tracts  for  each  commodity  in  all  such  ac¬ 
counts;  Provided,  however,  that  in  the 
case  of  any  spread  or  straddle,  held  for 
the  same  account,  in  the  same  commod¬ 
ity,  the  safety  factor  shall  be  one  and 
one  quarter  (1.25)  percent  of  standard 
fluctuation  of  each  such  spread  or 
straddle ; 

(B)  In  the  case  of  open  futures  con¬ 
tracts  held  in  proprietary  accounts  car¬ 
ried  by  the  applicant  or  registrant,  a 
safety  factor  of  the  standard  fluctuation 
of  the  greater  of  either  the  total  long 
or  total  short  futures  contracts  in  each 
commodity  in  all  such  accounts;  Pro¬ 
vided,  however,  (I)  That  such  safety 
factor  shall  not  apply  to  any  contract 
representing  a  bona  fide  hedging  trans¬ 
action  as  defined  in  S  1.3(z)  (however, 
such  factor  shall  apply  to  contracts 
specified  in  gl.3(z)(4),  representing 


hedges  against  unfilled  anticipated  re¬ 
quirements);  nor  shall  it  apply  to  any 
contract  resulting  from  a  “changer 
trade”  made  in  accordance  with  the 
rules  of  a  contract  market  which  have 
been  submitted  to  and  not  disapproved 
by  the  Commission,  and  (2)  that  in  the 
case  of  any  spread  or  straddle,  held  for 
the  same  account,  in  the  same  commod¬ 
ity,  the  safety  factor  shall  be  twenty- 
five  percent  of  the  standard  fluctuation 
of  each  such  spread  or  straddle; 

(C)  The  standard  fluctuation  to.be 
used  for  the  purposes  of  this  paragraph 
(c)  (5)  (xi)  of  this  section  will  be  com¬ 
puted  by  the  Commission  and  published 
semi-annually  or  more  frequently  if  re¬ 
quired  In  unusual  circumstances. 

(xii)  For  commodity  options  which  are 
not  capable  of  being  liquidated  or  offset 
on  a  commodity  option  exchange: 

(A)  In  the  oase  of  an  open,  short  com¬ 
modity  option  held  in  a  customer’s  ac¬ 
count  carried  by  the  applicant  or 
registrant,  a  safety  factor  of  five  percent 
of  the  standard  fluctuation  of  the  futures 
contract  on  the  commodity  which  is  the 
subject  of  such  option  or  which  is  the 
subject  of  the  futures  contract  which  is 
subject  of  such  options;  Provided,  in  the 
case  of  a  short  call  commodity  option  the 
safety  factor  may  be  reduced  to  the  ex¬ 
tent  the  striking  price  plus  the  premium 
accruing  on  such  option  which  has  not 
been  paid  to  the  customer  grantor,  ex¬ 
ceeds  the  current  market  value  of  the 
actual  commodity  or  futures  contract 
which  is  the  subject  of  such  option;  or, 
in  the  case  of  a  short  put  commodity  op¬ 
tion,  the  safety  factor  may  be  reduced  to 
the  extent  the  current  market  value  of 
the  actual  commodity  or  futures  con¬ 
tract  which  is  the  subject  of  such  option, 
exceeds  the  striking  price  of  such  option 
less  the  premium  accruing  on  such  op¬ 
tion  which  has  not  been  paid  to  the  cus¬ 
tomer  grantor;  but  in  no  event  shall  the 
safety  factor  on  any  option  be  reduced 
below  zero. 

(B)  In  the  case  of  an  open,  short  com¬ 
modity  option  held  in  a  proprietary  ac¬ 
count  carried  by  the  applicant  or  regis¬ 
trant,  a  safety  factor  equal  to  the  stand¬ 
ard  fluctuation  of  the  futures  contract 
on  the  commodity  which  is  the  subject  of 
such  option  or  which  is  the  subject  of  the 
futures  contract  which  is  the  subject  of 
such  option;  Provided,  in  the  case  of  a 
short  call  commodity  option,  the  safety 
factor  may  be  reduced  to  the  extent  of 
the  striking  price  plus  the  premium  ac¬ 
cruing  on  such  option  which  has  not  been 
paid  to  the  proprietary  grantor  which  is 
other  than  the  applicant  or  registrant, 
exceeds  the  current  market  value  of  the 
actual  commodity  or  futures  contract 
which  is  the  subject  of  such  option;  or 
in  the  case  of  a  short  put  commodity  op¬ 
tion  the  safety  factor  may  be  reduced  to 
the  extent  of  the  current  market  value 
of  the  actual  commodity  or  futures  con¬ 
tract  which  is  the  subject  of  such  option, 
exceeds  the  striking  price  of  such  option 
less  the  premium  accruing  on  such  op¬ 
tion  which  has  not  been  paid  to  the  pro¬ 
prietary  grantor  which  is  other  than  the 
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applicant  or  registrant;  but  in  no  event 
shall  the  safety  factor  on  any  option  be 
reduced  below  zero. 

(C)  In  the  case  of  a  commodity  option 
which  is  carried  long  by  the  applicant  or 
registrant  as  a  taker  of  a  commodity  op¬ 
tion  which  has  value  in  accordance  with 
paragraph  (c)  (iii)  of  this  section  and 
such  value  is  used  to  increase  adjusted 
net  capital,  a  safety  factor  of  the  stand¬ 
ard  fluctuation  of  the  futures  contract  on 
the  commodity  which  is  the  subject  of 
such  option  or  which  is  the  subject  of 
the  futures  contract  which  is  the  subject 
of  such  option;  but  in  no  event  shall  the 
safety  factor  be  greater  than  the  value 
attributed  to  such  option. 

(D)  In  the  case  of  an  applicant  or 
registrant  which  is  a  taker  of  a  com¬ 
modity  option,  the  safety  factor  shall  be 
the  amount  of  any  commodity  option 
premium  which  has  been  used  to  increase 
adjusted  net  capital  and  in  the  case  of  an 
applicant  or  registrant  which  is  a  grantor 
of  a  commodity  option,  the  safety  fac¬ 
tors  may  be  reduced  by  the  amount  of 
any  commodity  option  premium  which 
has  not  been  previously  recognized  as 
income. 

(E)  In  the  case  of  a  short  call  option 
which  is  covered  by  a  long  call  com¬ 
modity  option  which  has  a  striking  price 
equal  to  or  less  than  the  striking  price  of 
such  short  call  commodity  option  or  in 
the  case  of  a  short  put  commodity  op¬ 
tion  which  is  covered  by  a  long  put  com¬ 
modity  option  which  has  a  striking  price 
equal  to  or  greater  than  the  striking 
price  of  such  short  put  commodity  op¬ 
tion  held  in  the  same  account,  in  the 
same  commodity,  the  safety  factor  pre¬ 
scribed  in  paragraph  (c)  (5)  (xii)  (A)  of 
this  section  shall  be  one  and  one  quarter 
percent  (1.25  percent)  erf  the  standard 
fluctuation  and  the  safety  factor  pre¬ 
scribed  in  paragraph  (c)  (5)  (xii)  (B)  of 
this  section  shall  be  twenty-five  percent 
(25  percent)  of  the  standard  fluctuation. 
These  safety  factors  may  be  reduced  in 
accordance  with  the  provisions  of  para¬ 
graphs  (c)  (5)  (xii)  (A)  and  (B)  ot  this 
section. 

(F)  In  the  case  of  a  long  call  com¬ 
modity  option  on  a  futures  contract  held 
in  a  customer’s  or  proprietary  account 
covering  the  open  short  futures  contract 
which  is  the  subject  of  such  option,  the 
safety  factors  prescribed  in  paragraphs 
(c)  (5)  (xi)  (A)  and  (B)  of  this  section 
may  be  reduced  to  the  amount  by  which 
the  market  value  of  the  short  futures 
contract  is  below  the  striking  price  of 
such  option,  and  the  safety  factor  pre¬ 
scribed  in  paragraph  (c)  (5)  (xii)  (C)  of 
this  section  shall  not  apply. 

(O)  In  the  case  of  a  long  call  com¬ 
modity  option  held  in  a  customer’s  or 
proprietary  account  covering  an  open 
short  futures  contract  held  in  the  same 
account,  in  the  same  commodity, '  the 
safety  factors  preesribed  in  paragraphs 
(c)  (5)  (xi)  (A)  and  (B)  of  this  section 
may  be  reduced  to  the  amount  by  which 
the  market  value  of  the  short  futures 
contract  is  below  the  striking  mice  of 
such  option,  but  in  no  event  shall  the 
safety  factors  be  less  than  that  of  a 


spread  or  straddle  position  as  indicated 
in  paragraphs  (c)  (5)  (xi)  (A)  and  (B) 
of  this  section  respectively,  and  the  safety 
factor  prescribed  in  paragraph  (c)  (5) 
(xii)  (C)  of  this  section  shall  not  apply. 

(H)  In  the  case  of  a  long  put  commod¬ 
ity  option  on  a  futures  contract  held  in 
a  customer’s  or  proprietary  account  cov¬ 
ering  the  open  long  futures  contract 
which  is  the  subject  of  such  option,  the 
safety  factors  prescribed  in  paragraphs 
(c)  (5)  (xi)  (A)  and  (B)  of  this  section 
may  be  reduced  to  the  amount  by 
which  the  market  value  of  the  long 
futures  contract  is'  above  the  striking 
price  of  such  option,  and  the  safety  factor 
prescribed  in  paragraph  (c)  (5)  (xii)  (C) 
of  this  section  shall  not  apply. 

(I)  In  the  case  of  a  long  put  commod¬ 
ity  option  held  in  a  customer’s  or  pro¬ 
prietary  account  covering  an  mien  long 
futures  contract  held  in  the  same  ac¬ 
count,  in  the  same  commodity,  the  safety 
factors  prescribed  in  paragraphs  (c)  (5) 
(xi)  (A)  and  (B)  of  this  section  may  be 
reduced  to  the  amount  by  which  the 
market  value  of  the  long  futures  contract 
is  above  the  striking  price  of  such  option, 
but  in  no  event  shall  these  safety  factors 
be  less  than  that  of  a  spread  or  straddle 
position  as  provided  in  paragraphs  (c) 
(5)  (xi)  (A)  and  (B)  of  this  section;  and 
the  safety  factor  prescribed  in  paragraph 
(c)  (5)  (xii)  (C)  of  this  section  shall  not 
apply. 

( J)  In  the  case  of  a  short  call  commod¬ 
ity  option  on  a  futures  contract  which  is 
held  In  a  customer’s  or  proprietary  ac¬ 
count  covered  by  the  open  long  futures 
contract  which  is  the  subject  of  such 
option,  the  safety  factors  prescribed  in 
paragraphs  (c)(5)  (xii)  (A)  and  (B)  of 
this  section  shall  not  apply  and  the  safety 
factors  prescribed  in  paragraphs  (c)  (5) 
(xi)  (A)  and  (B)  of  this  section  may 
be  reduced  to  the  extent  the  market  value 
of  the  long  futures  contract  exceeds  the 
striking  mice  of  such  option  less,  for  a 
grantor  which  is  other  than  the  appli¬ 
cant  or  registrant,  the  premium  accruing 
on  such  option  which  has  not  been  paid 
to  the  customer  or  proprietary  grantor; 
but  in  no  event  shall  the  safety  factors 
prescribed  in  paragraphs  (c)  (5)  (xi)  (A) 
and  (B)  of  this  section  be  reduced  below 
zero. 

(K)  In  the  case  of  a  short  call  com¬ 
modity  option  which  is  held  in  a  cus¬ 
tomer’s  or  proprietary  account  covered 
by  an  open  long  futures  contract  held  in 
the  same  account,  in  the  same  commod¬ 
ity,  the  safety  factors  prescribed  in  para¬ 
graphs  (c)  (5)  (xii)  (A)  and  (B)  of  this 
section  shall  not  apply  and  the  safety 
factors  prescribed  in  paragraphs  (c)  (5) 
(xi)  (A)  and  (B)  of  this  section  may  be 
reduced  to  the  extent  the  market  value 
of  the  actual  commodity  or  futures  con¬ 
tract  which  is  the  subject  of  such  option, 
exceeds  the  striking  price  of  such  option 
less,  for  a  grantor  which  is  other  than 
the  applicant  or  registrant,  the  premium 
accruing  on  such  option  which  has  not 
been  paid  to  the  customer  or  proprietary 
grantor;  but  in  no  event  shall  the  safety 
factors  prescribed  in  paragraphs  (c)  (5) 
(xi)  (A)  and  (B)  of  this  section  be  less 


than  that  of  a  spread  or  straddle  position 
as  provided  in  paragraphs  (c)  (5)  (xi)  (A) 
and  (B)  of  this  section. 

(L)  In  the  case  of  a  short  put  commod¬ 
ity  option  on  a  futures  contract  which  is 
held  in  a  customer’s  or  proprietary  ac¬ 
count  covered  by  the  open  short  futures 
contract  which  is  the  subject  of  such  op¬ 
tion,  the  safety  factors  prescribed  in  par¬ 
agraphs  (c)  (5)  (xii)  (A)  and  (B)  of  this 
section  shall  not  apply  and  the  safety 
factors  prescribed  in  paragraphs  (c)(5) 

(xi)  (A)  and  (B)  of  this  section  may  be 
reduced  to  the  extent  the  striking  price 
of  such  option  plus,  for  a  grantor  which 
is  other  than  the  applicant  or  registrant, 
the  premium  accruing  cm  such  option 
which  has  not  been  paid  to  the  customer 
or  proprietary  grantor,  exceeds  the  cur¬ 
rent  market  value  of  the  futures  contract 
which  is  the  subject  of  such  option;  but 
in  no  event  shall  the  safety  factors  pre¬ 
scribed  in  paragraphs  (c)  (5)  (xi)  (A) 
and  (B)  of  this  section  be  reduced  below 
zero. 

(M)  In  the  case  of  a  short  put  com¬ 
modity  option  which  is  held  in  a  cus¬ 
tomer’s  or  proprietary  account  covered 
by  an  open  short  futures  contract  held 
In  the  same  account,  in  the  same  com¬ 
modity.  the  safety  factors  prescribed  in 
paragraphs  (c)  (5)  (xii)  (A)  and  (B)  of 
this  section  shall  not  apply  and  the 
safety  factors  required  by  paragraphs 
(c)  (5)  (xi)  (A)  and  (B)  of  this  section 
may  be  reduced  to  the  extent  the  strik¬ 
ing  price  of  such  option  plus,  for  a 
grantor  which  Is  other  than  the  appli¬ 
cant  or  registrant,  the  premium  accru¬ 
ing  on  such  option  which  has  not  been 
paid  to  the  customer  or  proprietary 
grantor,  exceeds  the  current  market 
value  of  the  actual  commodity  or  futures 
contract  which  is  the  subject  of  such  op¬ 
tion;  but  in  no  event  shall  the  safety  fac¬ 
tors  prescribed  in  paragraphs  (c)  (5)  (xi) 
(A)  and  (B)  of  this  section  be  less  than 
that  of  a  spread  or  straddle  position  as 
provided  in  paragraphs  (c)  (5)  (xi)  (A) 
and  (B)  of  this  section. 

(N)  In  the  case  of  a  short  call  com¬ 
modity  option  on  an  actual  commodity 
which  is  held  by  the  applicant  or  reg¬ 
istrant  for  its  own  account  which  is  cov¬ 
ered  by  the  actual  commodity  inventory 
of  the  applicant  or  registrant,  the  safety 
factors  prescribed  in  paragraphs  (c)  (5) 

(xii)  (A)  and  (B)  shall  not  apply. 

(O)  In  the  case  of  a  long  put  copunod- 
ity  option  on  an  actual  commodity 
which  is  held  by  the  applicant  or  reg¬ 
istrant  for  its  own  account  which  is  cov¬ 
ering  the  actual  commodity  inventory  of 
the  applicant  or  registrant,  the  safety 
factors  prescribed  in  paragraph  (c)(5) 
(iv)  of  this  section  may  be  reduced  to  the 
amount  by  which  the  market  value  of  the 
actual  commodity  is  above  the  striking 
price  of  such  option,  and  the  safety  fac¬ 
tor  prescribed  in  paragraph  (c)  (5)  (xii) 
(C)  shall  not  apply. 

(xiii)  Five  percent  of  all  unsecured  re¬ 
ceivables  includable  under  paragraphs 
(c)  (2)  (ii)  (C)  and  (c)  (2)  (ii)  (D)  of  this 
section  used  by  the  applicant  or  regls- 
-trant  in  computing  “net  capital”  and 
which  are  not  receivable  from  (A)  a  reg- 
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istered  futures  commission  merchant,  or 
(B)  a  clearing  organization  which  is  as¬ 
sociated  with  (I)  a  contract  market  or 
(2)  a  securities  exchange  which  is  regu¬ 
lated  by  the  Securities  and  Exchange 
Commission. 

(6)  The  term  “aggregate  indebtedness" 
means  “liabilities”  as  defined  in  para¬ 
graph  (c)(4)  of  this  section  excluding: 

(i)  Indebtedness  adequately  collateral¬ 
ized  by  spot  commodities  which  are  car¬ 
ried  long  by  the  applicant  or  registrant 
and  indebtedness  adequately  collateral¬ 
ized  by  securities  which  are  carried  long 
by  the  applicant  or  registrant  and  which 
have  not  been  sold  or  by  securities  which 
collateralize  a  secured  demand  note  pur¬ 
suant  to  paragraph  (h)  of  this  section; 

(ii)  Advances  received  by  the  appli¬ 
cant  or  registrant  against  bills  of  lading 
issued  in  connection  with  the  shipment 
of  commodities  sold  by  the  applicant  or 
registrant; 

(ill)  Credit  balances  in  the  accounts  of 
general  partners; 

(iv)  Long-term  debt  adequately  col¬ 
lateralized  by  assets  acquired  for  use  in 
the  ordinary  course  of  the  trade  or  busi¬ 
ness  of  an  applicant  or  registrant  but  no 
other  long-term  debt  adequately  collat¬ 
eralized  by  assets  of  the  applicant  or 
registrant  shall  be  excluded  unless  the 
sole  recourse  of  the  creditor  for  nonpay¬ 
ment  of  such  liability  is  to  such  asset; 

(v)  Liabilities  which  are  effectively 
subordinated  to  the  claims  of  creditors 
(but  which  are  not  subject  to  a  satisfac¬ 
tory  subordination  agreement  as  defined 
in  paragraph  (h)  of  this  section)  by 
other  than  customers  of  the  applicant  or 
registrant  prior  to  such  subordination, 
and  such  subordinations  by  customers  as 
may  be  approved  by  the  applicable  con¬ 
tract  market,  securities  exchanges,  na¬ 
tional  securities  association  or  if  the  ap¬ 
plicant  or  registrant  is  not  a  member  of 
a  self-regulatory  organization,  then  the 
Commission;  and 

(vi)  Deferred  tax  liabilities,  not  al¬ 
ready  excluded  in  paragraph  (c)  (4)  (iv) 
of  this  section. 

(7)  “Liabilities”  are  “adequately  col¬ 
lateralized”  when,  pursuant  to  a  legally 
enforceable  written  instrument,  such  lia¬ 
bilities  are  secured  by  identified  assets 
that  are  otherwise  unencumbered  and 
the  market  value  of  which  exceeds  the 
amount  of  such  liabilities.  . 

(8)  The  term  “contractual  commit¬ 
ments”  shall  include  underwriting,  when 
issued,  when  distributed  and  delayed  de¬ 
livery  contracts;  the  writing  or  endorse¬ 
ment  of  security  puts  and  calls  and  com¬ 
binations  thereof;  commitments  in  for¬ 
eign  currencies;  and  spot  commodities 
contracts;  but  shall  not  Include  un¬ 
cleared  regular  way  purchases  and  sales 
of  securities  and  contracts  in  commodi¬ 
ties  futures.  A  series  of  contracts  of  pur¬ 
chase  or  sale  of  the  same  security,  condi¬ 
tioned,  if  at  all,  only  upon  issuance,  may 
be  treated  as  an  individual  commitment. 

(d)  No  applicant  or  registrant  shall 
permit  the  total  of  outstanding  principal 
amounts  of  its  satisfactory  subordina¬ 
tion  agreements  (other  than  such  agree¬ 
ments  which  qualify  under  this  para¬ 
graph  (d)  as  equity  capital)  to  exceed 


70  percent  of  its  debt-equity  total,  as 
hereinafter  defined,  for  a  period  in  ex¬ 
cess  of  90  days  or  for  such  longer  period 
which  the  Commission  may,  upon  appli¬ 
cation  of  the  applicant  or  registrant, 
grant  in  the  public  interest  or  for  the 
protection  of  investors.  In  the  case  of  a 
corporation,  the  debt-equity  total  shall 
be  the  sum  of  its  outstanding  principal 
amounts  of  satisfactory  subordination 
agreements,  par  or  stated  value  of  capi¬ 
tal  stock.  paid  in  capital  in  excess  of  par. 
retained  earnings,  unrealized  profit  and 
loss  and  other  capital  accounts.  In  the 
case  of  a  partnership,  the  debt-equity 
total  shall  be  the  sum  of  its  outstanding 
principal  amounts  of  satisfactory  subor¬ 
dination  agreements,  capital  accounts  of 
partners  (exclusive  of  such  partners’ 
commodity  and  securities  accounts)  sub¬ 
ject  to  the  provisions  of  paragraph  (e) 
of  this  section,  and  unrealized  profit  and 
loss.  In  the  case  of  a  sole  proprietorship, 
the  debt-equity  total  shall  include  the 
sum  of  its  outstanding  principal  amounts 
of  satisfactory  subordination  agreements, 
capital  accounts  of  the  sole  proprietor¬ 
ship  and  unrealized  profit  and  loss.  Pro¬ 
vided,  however.  That  a  satisfactory  sub¬ 
ordination  agreement  entered  into  by  a 
partner  or  stockholder  which  has  an  ini¬ 
tial  term  of  at  least  three  years  and  has 
a  remaining  term  of  not  less  than  12 
months  shall  be  considered  equity  for  the 
purposes  of  this  paragraph  (d)  if:  (1)  It 
does  not  have  any  of  the  provisions  for 
accelerated  maturity  provided  for  by 
paragraphs  (h)  (2)  (lx)  (A),  (h)  (2)  (x) 
(A) ,  or  (h)  (2)  (x)  (B)  of  this  section,  and 
is  maintained  as  capital  subject  to  the 
provisions  restricting  the  withdrawal 
thereof  required  by  paragraph  (e)  of  this 
section,  or  (2)  the  partnership  agree¬ 
ment  provides  that  capital  contributed 
pursuant  to  a  satisfactory  subordination 
agreement  as  defined  in  paragraph  (h) 
of  this  section  shall  in  all  respects  be 
partnership  capital  subject  to  the  provi¬ 
sions  restricting  the  withdrawal  thereof 
required  by  paragraph  (e)  of  this  sec¬ 
tion. 

(e)  No  equity  capital  of  the  applicant 
or  registrant  or  a  subsidiary’s  or  affili¬ 
ate’s  equity  capital  consolidated  pur¬ 
suant  to  paragraph  (f)  of  this  section, 
whether  in  the  form  of  capital  contribu¬ 
tions  by  partners  (excluding  amounts  in 
the  commodities  and  securities  accounts 
of  partners  and  balances  in  limited 
partners’  capital  accounts  in  excess  of 
their  stated  capital  contributions) ,  par 
or  stated  value  of  capital  stock,  paid-in 
capital  in  excess  of  par,  retained  earn¬ 
ings  or  other  capital  accounts,  may  be 
withdrawn  by  action  of  a  stockholder  or 
partner  or  by  redemption  or  repurchase 
of  shares  of  stock  by  any  of  the  consoli¬ 
dated  entitles  or  through  the  pavment  of 
dividends  or  any  similar  distribution,  nor 
may  any  unsecured  advance  or  loan  be 
made  to  a  stockholder,  partner,  sole 
proprietor,  or  employee  if,  after  giving 
effect  thereto  and  to  any  other  such 
withdrawals,  advances,  or  loans  and  any 
payments  of  payment  obligations  (as  de¬ 
fined  in  paragraph  (h)  of  this  section) 
under  satisfactory  subordination  agree¬ 
ments  and  any  payments  of  liabilities 


excluded  pursuant  to  paragraph  (c)(4) 
(v)  of  this  section  which  are  scheduled 
to  occur  within  six  months  following 
such  withdrawal,  advance  or  loan,  either 
adjusted  net  capital  of  any  of  the  con¬ 
solidated  entities  would  be  less  than  10 
percent  of  aggregate  indebtedness  or  its 
adjusted  net  capital  would  fail  to  equal 
120  percentum  of  the  appropriate  mini¬ 
mum  dollar  amount  required  or  would  be 
less  than  7  percent  of  the  amount  re¬ 
quired  to  be  segregated  pursuant  to  the 
Act  and  these  regulations  plus  few  Secu¬ 
rities  Brokers  or  Dealers,  7  percent  of 
the  aggregate  debit  items  computed  pur¬ 
suant  to  17  CFR  240.15c3-3,  or  in  the 
case  of  any  applicant  or  registrant  in¬ 
cluded  within  such  consolidation,  if  the 
total  outstanding  principal  amounts  of 
satisfactory  subordination  agreements  of 
the  applicant  or  registrant  (other  than 
such  agreements  which  qualify  as  equity 
under  paragraph  (d)  of  this  section) 
would  exceed  70  percent  of  the  debt- 
equity  total  as  defined  in  paragraph  (d) . 
Provided,  That  this  provision  shall  not 
preclude  an  applicant  or  registrant  from 
making  required  tax  payments  or  pre¬ 
clude  the  payment  to  partners  of  reason¬ 
able  compensation. 

(f)  (1)  Every  applicant  or  registrant, 
in  computing  Its  net  capital  and  aggre¬ 
gate  indebtedness  pursuant  to  this  sec¬ 
tion  must,  subject  to  the  provisions  of 
paragraphs  (f)(2)  and  (f)(4)  of  this 
section,  consolidate  in  a  single  computa¬ 
tion.  assets  and  liabilities  of  any  sub¬ 
sidiary  or  affiliate  for  which  it  guaran¬ 
tees.  endorses,  or  assumes  directly  or 
indirectly  the  obligations  or  liabilities. 
The  assets  and  liabilities  of  a  subsidiary 
or  affiliate  whose  liabilities  and  obliga¬ 
tions  have  not  been  guaranteed,  en¬ 
dorsed,  or  assumed  directly  or  indirectly 
by  the  applicant  or  registrant  may  also 
be  so  consolidated  if  an  opinion  of  coun¬ 
sel  is  obtained  as  provided  few  in  para¬ 
graph  (f)  (2)  of  this  section. 

(2)  (1)  If  the  consolidation,  provided 
for  in  paragraph  (f)  (1)  of  this  section, 
of  any  such  subsidiary  or  affiliate  results 
in  the  increase  of  the  applicant’s  or  reg¬ 
istrant’s  adjusted  net  capital  and/or  in¬ 
creases  the  applicant’s  or  registrant’s 
percentage  of  adjusted  net  capital  to 
aggregate  Indebtedness  or  increases  the 
applicant’s  or  registrant’s  adjusted  net 
capital  and/or  decreases  the  minimum 
adjusted  net  capital  requirement  called 
for  by  paragraph  (g)  (1)  of  this  section 
and  an  opinion  of  counsel  called  for  in 
paragraph  (f)  (2)  (11)  of  this  section  has 
not  been  obtained,  such  benefits  shall 
not  be  recognized  in  the  applicant’s  or 
registrant’s  computation  required  by  this 
section. 

(ii)  Except  as  provided  for  in  para¬ 
graph  (f)  (2)  (1)  of  this  section,  consoli¬ 
dation  shall  be  permitted  with  respect  to 
any  subsidiaries  or  affiliates  which  are 
majority  owned  and  controlled  by  the 
applicant  or  registrant  and  for  which 
the  applicant  or  registrant  can  demon¬ 
strate  to  the  satisfaction  of  the  Commis¬ 
sion.  and  the  contract  markets  of  which 
the  applicant  or  registrant  is  a  member, 
If  any.  by  an  opinion  of  counsel  that  the 
net  asset  values,  or  the  portion  thereof 
related  to  the  parent’s  ownership  in  ter - 
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est  in  the  subsidiary  or  affiliate,  may  be 
caused  by  the  applicant  or  registrant  or 
an  appointed  trustee  to  be  distributed  to 
the  applicant  or  registrant  within  30 
calendar  days.  Such  opinion  must  also 
set  forth  the  actions  necessary  to  cause 
such  a  distribution  to  be  made,  identify 
the  parties  having  the  authority  to  take 
such  actions,  identify  and  describe  the 
rights  of  other  parties  or  classes  of 
parties,  including  but  not  limited  to  cus¬ 
tomers,  general  creditors,  subordinated 
leaders,  minority  shareholders,  employ¬ 
ees,  litigants,  and  governmental  or  regu¬ 
latory  authorities,  who  may  delay  or  pre¬ 
vent  such  a  distribution  and  such  other 
assurances  as  the  Commission  or  the 
contract  market  by  rule  or  interpreta¬ 
tion  may  require.  Such  opinion  must  be 
current  and  periodically  renewed  in  con¬ 
nection  with  the  applicant’s  or  regis¬ 
trant’s  annual  audit  pursuant  to  section 
1.10  or  upon  any  material  change  in 
circumstnaces. 

(3)  In  preparing  a  consolidated  com¬ 
putation  of  adjusted  net  capital  and/or 
aggregate  indebtedness  pursuant  to  this 
section,  the  following  minimum  and 
non -exclusive  requirements  shall  be  ob¬ 
served: 

(i)  Consolidated  adjusted  net  capital 
shall  be  reduced  by  the  estimated  amount 
of  any  tax  reasonably  anticipated  to  be 
incurred  upon  distribution  of  the  assets 
of  the  subsidiary  or  affiliate. 

(ii)  Liabilities  of  a  consolidated  sub¬ 
sidiary  or  affiliate  which  are  subordi¬ 
nated  to  the  claims  of  present  and  future 
creditors  pursuant  to  a  satisfactory  sub¬ 
ordination  agreement  shall  not  be  added 
to  consolidated  adjusted  net  capital  un¬ 
less  such  subordination  extends  also  to 
the  claims  of  present  or  future  creditors 
of  the  parent  applicant  or  registrant 
and  all  consolidated  subsidiaries. 

fill)  Subordinated  liabilities  of  a  con¬ 
solidated  subsidiary  or  affiliate  which 
are  consolidated  in  accordance  with 
paragraph  (f )  (3)  (ii)  of  this  section  may 
not  be  prepaid,  repaid,  or  accelerated  if 
any  of  the  entities  included  in  such  con¬ 
solidation  would  otherwise  be  unable  to 
comply  with  the  provisions  of  paragraph 
(h)  of  this  section. 

(iv)  Each  applicant  or  registrant  in¬ 
cluded  within  the  consolidation  shall  at 
all  times  be  in  compliance  with  the  ad¬ 
justed  net  capital  requirement  to  which 
it  is  subject. 

(4)  No  applicant  or  registrant  shall 
guarantee,  endorse,  or  assume  directly 
or  indirectly  any  obligation  or  liability 
of  a  subsidiary  or  affiliate  unless  the  ob¬ 
ligation  or  liability  is  reflected  in  the 
computation  of  adjusted  net  capital 
and/or  aggregate  indebtedness  pursuant 
to  this  section  except  as  provided  in 
paragraph  (f)  (2)  (i)  of  this  section. 

(g)  An  applicant  or  registrant  may 
elect  not  to  be  subject  to  the  limitations 
of  paragraph  (a)  of  this  section  respect¬ 
ing  aggregate  indebtedness  as  defined 
in  paragraph  (c)  (6)  of  this  section  and 
certain  deductions  provided  for  in  para¬ 
graph  (c)  (5)  (v)  of  this  section.  Pro¬ 
vided,  That  in  order  to  qualify  to  operate 
under  this  paragraph  (g) ,  such  applicant 
or  registrant  must  at  all  times  maintain 
adjusted  net  capital  equal  to  the  greater 


of  $100,000  or  4  percent  of  the  funds  re¬ 
quired  to  be  segregated  by  the  Act  and 
these  regulations  plus  for  Securities 
Brokers  or  Dealers,  4  percent  of  the  ag¬ 
gregate  debit  items  computed  in  accord¬ 
ance  with  the  Formula  for  Determina¬ 
tion  of  Reserve  Requirements  (Exhibit 
A  to  Rule  15c3-3,  17  CFR  240.15c3-3a) 
and  shall  notify  each  contract  market  of 
which  applicant  or  registrant  is  a  mem¬ 
ber,  if  any,  and  the  Commission,  in  writ¬ 
ing  of  its  election  to.  operate  under  this 
provision.  Once  an  applicant  or  regis¬ 
trant  has  determined  to  operate  pursu¬ 
ant  to  the  provisions  of  this  paragraph 
(g) ,  he  must  continue  to  do  so  unless  a 
change  In  such  election  is  approved  upon 
application  to  the  Commission 

(1)  A  broker  or  dealer  electing  to  op¬ 
erate  pursuant  to  this  paragraph  (g) 
shall  be  subject  to  17  CFR  240.15(f)(3) 
in  lieu  of  paragraph  (c)  (5)  (v)  of  this 
section. 

(2)  A  broker  or  dealer  who  is  registered 
as  such  with  the  Securities  and  Exchange 
Commission  and  who  is  exempt  from  the 
provisions  of  17  CFR  240.15c3-3  pursuant 
to  paragraph  (k)  (1)  or  (k)  (2)  (1)  of  that 
section  may  not  elect  to  use  the  alterna¬ 
tive  contained  in  this  paragraph  (g). 

(h)  The  term  satisfactory  subordina¬ 
tion  agreements  (hereinafter  “sub¬ 
ordination  agreements”)  means  an 
agreement  which  contains  the  minimum 
and  n  cm -exclusive  requirements  herein¬ 
after  set  forth. 

(1)  Certain  definitions  for  purposes  of 
this  section: 

(i)  A  subordination  agreement  may  be 
either  a  subordinated  loan  agreement  or 
a  secured  demand  note  agreement. 

(ii)  The  term  “subordinated  loan 
agreement”  means  the  agreement  or 
agreements  evidencing  or  governing  a 
subordinated  borrowing  of  cash. 

(iii)  The  term  “collateral  value”  of 
any  securities  pledged  to  secure  a  secured 
demand  note  means  the  market  value  of 
such  securities  after  giving  effect  to  the 
percentage  deductions  specified  in  para¬ 
graph  (c)  of  this  section. 

(iv)  The  term  “payment  obligation” 
means  the  obligation  of  an  applicant  or 
registrant  in  respect  to  any  subordina¬ 
tion  agreement:  (A)  To  repay  cash 
loaned  to  the  applicant  or  registrant 
pursuant  to  a  subordinated  loan  agree¬ 
ment;  or  (B)  to  return  a  secured  demand 
note  contributed  to  the  applicant  or 
registrant  or  to  reduce  the  unpaid 
principal  amount  thereof  and  to  return 
cash  or  securities  pledged  as  collateral  to 
secure  the  secured  demand  note;  and 
(C)  “payment”  shall  mean  the  perform¬ 
ance  by  an  applicant  or  registrant  of  a 
payment  obligation. 

(v)  (A)  The  term  “secured  demand 
note  agreement”  means  an  agreement 
(including  the  related  secured  demand 
note)  evidencing  or  governing  the  con¬ 
tribution  of  a  secured  demand  note  to 
an  applicant  or  registrant  and  the 
pledgee  of  securities  and/or  cash  with  the 
applicant  or  registrant  as  collateral  to 
secure  payment  of  such  secured  demand 
note.  The  secured  demand  note  agree¬ 
ment  may  provide  that  neither  the 
lender,  his  heirs,  executors,  administra¬ 


tors,  or  assigns  shall  be  personally  liable 
on  such  note  and  that  in  the  event  of  de¬ 
fault  the  applicant  or  registrant  shall 
look  for  payment  of  such  note  solely  to 
the  collateral  then  pledged  to  secure  the 
same. 

(B)  The  secured  demand  note  shall  be 
a  promissory  note  executed  by  the 
lender  and  shall  be  payable  on  the 
demand  of  the  applicant  or  registrant  to 
which  it  is  contributed;  Provided,  how¬ 
ever,  That  the  making  of  such  demand 
may  be  conditioned  upon  the  occurrence 
of  any  of  certain  events  which  are 
acceptable  to  the  contract  market  and 
the  Commission. 

(C)  If  such  note  is  not  paid  upon 
presentment  and  demand  as  provided 
for  therein,  the  applicant  or  registrant 
shall  have  the  right  to  liquidate  all  or 
any  part  of  the  securities  then  pledged 
as  collateral  to  secure  payment  of  the 
same  and  to  apply  the  net  proceeds  of 
such  liquidation,  together  with  any  cash 
then  included  in  the  collateral,  in  pay¬ 
ment  of  such  note.  Subject  to  the  prior 
rights  of  the  applicant  or  registrant  as 
pledgee,  the  lender,  as  defined  herein, 
may  retain  ownership  of  the  collateral 
and  have  the  benefit  of  any  increases  and 
bear  the  risks  of  any  decreases  in  the 
value  of  the  collateral  and  may  retain 
the  right  to  vote  securities  contained 
within  the  collateral  and  any  right  to 
income  therefrom  or  distributions 
thereon,  except  the  applicant  or  regis¬ 
trant  shall  have  the  right  to  receive  and 
hold  as  pledgee  all  dividends  payable  in 
securities  and  all  partial  and  complete 
liquidating  dividends. 

(D)  Subject  to  the  prior  rights  of  the 
applicant  or  registrant  as  pledgee,  the 
lender  may  have  the  right  to  direct  the 
sale  of  any  securities  included  in  the  col¬ 
lateral,  to  direct  the  purchase  of  securi¬ 
ties  with  any  cash  included  therein,  to 
withdraw  excess  collateral  or  to  substi¬ 
tute  cash  or  other  securities  as  collat¬ 
eral;  Provided,  That  the  net  proceeds  of 
any  such  sale  and  the  cash  so  substituted 
and  the  securities  so  purchased  or  substi¬ 
tuted  are  held  by  the  applicant  or  regis¬ 
trant  as  pledgee,  and  are  included  within 
the  collateral  to  secure  payment  of  the 
secured  demand  note,  and  Provided  fur¬ 
ther,  That  no  such  transaction  shall  be 
permitted  if,  after  giving  effect  thereto, 
the  sum  of  the  amount  of  any  cash,  plus 
the  collateral  value  of  the  securities, 
then  pledged  as  collateral  to  secure  the 
secured  demand  note  would  be  less  than 
the  unpaid  principal  amount  of  the  se¬ 
cured  demand  note. 

(E)  Upon  payment  by  the  lender,  as 
distinguished  from  a  reduction  by  the 
lender  which  is  provided  for  In  para¬ 
graph  (h)  (2)  (vl)  (c)  of  this  section  or 
reduction  by  the  applicant  or  registrant 
as  provided  for  in  paragraph  (h)  (2) 
(vlil)  of  this  section,  of  all  or  any  part  of 
the  unpaid  principal  amount  of  the  se¬ 
cured  demand  note,  the  applicant  or 
registrant  shall  issue  to  the  lender  a  sub¬ 
ordinated  loan  agreement  in  the  amount 
of  such  payment  (or  in  the  case  of  an 
applicant  or  registrant  that  is  a  partner¬ 
ship,  credit  a  capital  account  of  the 
lender),  or  issue  preferred  or  common 
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stock  of  the  applicant  or  registrant  in  the 
amount  of  such  payment,  or  any  com¬ 
bination  of  the  foregoing,  as  provided  for 
in  the  secured  demand  note  agreement. 

(P)  The  term  “lender"  means  the  per¬ 
son  who  lends  cash  to  an  applicant  or 
registrant  pursuant  to  a  subordinated 
loan  agreement  and  the  person  who  con¬ 
tributes  a  secured  demand  note  to  an 
applicant  or  registrant  pursuant  to  a 
secured  demand  note  agreement. 

(2)  Minimum  requirements  for  sub¬ 
ordination  agreements : 

(i)  Subject  to  paragraph  (h)  (1)  of  this 
section,  a  subordination  agreement  shall 
mean  a  written  agreement  between  the 
applicant  or  registrant  and  the  lender, 
which: 

(A)  Has  a  minimum  term  of  one  year, 
except  for  temporary  subordination 
agreements  provided  for  in  paragraph 
(h)  (3)  (▼)  of  this  section,  and 

(B)  Is  a  valid  and  binding  obligation 
enforceable  in  accordance  with  its  terms 
(subject  as  to  enforcement  to  applicable 
bankruptcy,  Insolvency,  reorganization, 
moratorium  and  other  similar  laws) 
against  the  applicant  or  registrant  and 
the  lender  and  their  respective  heirs,  ex¬ 
ecutors,  administrators,  successors  and 
assigns. 

(ii)  Specific  Amount.  All  subordina¬ 
tion  agreements  shall  be  for  a  specific 
dollar  amount  which  shall  net  be  reduced 
for  the  duration  of  the  agreement  except 
by  installments  as  specifically  provided 
for  therein  and  except  as  otherwise  pro¬ 
vided  in  this  paragraph  (h)  (2)  of  this 
section. 

(ill)  Effective  Subordination.  The  sub¬ 
ordination  agreement  shall  effectively 
subordinate  any  right  of  the  lender  to 
receive  any  payment  with  respect  there¬ 
to,  together  with  accrued  interest  or 
compensation,  to  the  prior  payment  or 
provision  for  payment  in  full  of  all 
claims  of  all  present  and  future  creditors 
of  the  applicant  or  registrant  arising  out 
of  any  matter  occurring  prior  to  the  date 
on  which  the  related  payment  obligation 
matures,  except  for  claims  which  are  the 
subject  of  subordination  agreements 
which  rank  on  the  same  priority  as  or 
junior  to  the  claim  of  the  lender  under 
such  subordination  agreements. 

(lv)  Proceeds  of  Subordinated  Trm.n 
Agreements.  The  subordinated  loan 
agreement  shall  provide  that  the 
proceeds  thereof  shall  be  used  and  dealt 
with  by  the  applicant  or  registrant  as 
part  of  its  capital  and  shall  be  subject  to 
the  risks  of  the  business. 

(v)  Certain  Rights  of  the  Borrower. 
The  subordination  agreement  shall  pro¬ 
vide  that  the  applicant  or  registrant 
shall  have  the  right  to: 

(A)  Deposit  any  cash  proceeds  of  a 
subordinated  loan  agreement  and  any 
cash  pledged  as  collateral  to  secure  a 
secured  demand  note  in  an  account  or 
accounts  in  its  own  name  in  any  bank 
or  trust  company: 

(B)  Pledge,  repledge,  hypothecate  and 
rehypothecate,  any  or  all  of  the  securi¬ 
ties  pledged  as  collateral  to  secure  a  se¬ 
cured  demand  note,  without  notice,  sep¬ 
arately  or  in  common  with  other  securi¬ 
ties  or  property  for  the  purpose  of  secur¬ 


ing  any  indebtedness  of  the  applicant 
or  registrant;  and 

(C)  Lend  to  Itself  or  others  any  or  all 
of  the  securities  and  cash  pledged  as 
collateral  to  secure  a  secured  demand 
note. 

(vi)  Collateral  for  Secured  Demand 
Notes.  Only  cash  and  securities  which 
are  fully  paid  for  and  which  may  be 
publicly  offered  or  sold  without  registra¬ 
tion  under  the  Securities  Act  of  1933,  and 
the  offer,  sale  and  transfer  of  which  are 
not  otherwise  restricted,  may  be  pledged 
as  collateral  to  secure  a  secured  demand 
note.  The  secured  demand  note  agree¬ 
ment  shall  provide  that  if  at  any  time 
the  sum  of  the  amount  of  any  cash,  plus 
the  collateral  value  of  any  securities, 
then  pledged  as  collateral  to  secure  the 
secured  demand  note  is  less  than  the  un¬ 
paid  principal  amount  of  the  secured  de¬ 
mand  note,  the  applicant  or  registrant 
must  immediately  transmit  written 
notice  to  that  effect  to  the  lender,  the 
contract  market,  if  applicable,  and  the 
Commission.  The  secured  demand  note 
agreement  shall  also  require  that  fol¬ 
lowing  such  transmittal: 

(A)  The  lender,  prior  to  noon  of  the 
business  day  next  succeeding  the  trans¬ 
mittal  of  such  notice,  may  pledge  as 
collateral  additional  cash  or  securities 
sufficient,  after  giving  effect  to  such 
pledge,  to  bring  the  stun  of  the  amount 
of  any  cash  plus  the  collateral  value  of 
any  securities,  then  pledged  as  collateral 
to  secure  the  secured  demand  note,  up  to 
an  amount  not  less  than  the  unpaid  prin¬ 
cipal  amount  of  the  secured  demand 
note;  and 

(B)  Unless  additional  cash  or  securi¬ 
ties  are  pledged  by  the  lender  as  provided 
in  (A)  above,  the  applicant  or  registrant 
at  noon  on  the  business  day  next  suc¬ 
ceeding  the  transmittal  of  notice  to  the 
lender  must  commence  sale,  for  the  ac¬ 
count  of  the  lender,  of  such  of  the 
securities  than  pledged  as  collateral  to 
secure  the  secured  demand  note  and 
apply  so  much  of  the  net  proceeds  there¬ 
of,  togethei  with  such  of  the  cash  then 
pledged  as  collateral  to  secure  the  se¬ 
cured  demand  note  as  may  be  necessary 
to  eliminate  the  unpaid  principal  amount 
of  the  secured  demand  note;  provided, 
however,  that  the  unpaid  principal 
amount  of  the  secured  demand  note 
need  not  be  reduced  below  the  sum  of 
the  amount  of  any  remaining  cash,  plus 
the  collateral  value  of  the  remaining 
securities,  then  pledged  as  collateral  to 
secure  the  secured  demand  note.  The  ap¬ 
plicant  or  registrant  may  not  purchase 
for  its  own  account  any  securities  subject 
to  such  a  sale:  and 

(C)  The  secured  demand  note  agree¬ 
ment  may  also  provide  that,  in  lieu  of 
the  procedures  specified  in  the  provisions 
required  by  <B)  above,  the  lender  with 
the  prior  written  consent  of  the  appli¬ 
cant  or  registrant  and  the  contract  mar¬ 
ket  or  if  the  applicant  or  registrant  is 
not  member  of  a  contract  market,  then 
the  Commission,  may  reduce  the  unpaid 
principal  amount  of  the  secured  demand 
note.  Provided,  that  after  giving  effect 
to  such  reduction  the  adjusted  net  capi¬ 
tal  of  the  applicant  or  registrant  would 


not  be  less  than  10  percent  of  aggregate 
indebtedness  or  in  the  case  of  an  appli¬ 
cant  or  registrant  operating  pursuant  to 
paragraph  (g)  of  this  section,  adjusted 
net  capital  would  not  be  less  than  7  per¬ 
cent  of  the  funds  required  to  be  segre¬ 
gated  pursuant  to  the  Act  and  these 
regulations  plus  for  Securities  Brokers  or 
Dealers.  7  percent  of  the  aggregate  debit 
items  computed  in  accordance  with  17 
CPR  240.15c3-3a.  Provided,  further,  that 
no  single  secured  demand  note  shall  be 
permitted  to  be  reduced  by  more  than  IS 
percent  of  its  original  principal  amount 
and  after  such  reduction  no  excess  col¬ 
lateral  may  be  withdrawn.  No  contract 
market  shall  consent  to  a  reduction  of 
the  principal  amount  of  a  secured  de¬ 
mand  note  if,  after  giving  effect  to  such 
reduction,  adjusted  net  capital  would 
be  less  than  120  percent  of  the  appropri¬ 
ate  minimum  dollar  amount  required  by 
this  section. 

(vii)  Permissive  Prepayments.  An  ap¬ 
plicant  or  registrant  at  its  option  but  not 
at  the  option  of  the  lender,  may,  if  the 
subordination  agreement  so  provides, 
make  a  payment  of  all  or  any  portion  of 
the  payment  obligation  thereunder  prior 
to  the  scheduled  maturity  date  of  such 
payment  obligation  (hereinafter  referred 
to  as  a  “prepayment”) ,  but  in  no  event 
may  any  prepayment  be  made  before  the 
expiration  of  one  year  from  the  date 
such  subordination  agreement  became 
effective;  provided,  however,  that  the 
foregoing  restriction  shall  not  apply  to 
temporary  subordination  agreements 
which  comply  with  the  provisions  of  sub- 
paragraph  (h)  (3)  (v)  of  this  section.  No 
prepayment  shall  be  made,  if  after  giving 
effect  thereto  (and  to  all  payments  of 
payment  obligations  under  any  other 
subordinated  agreements  then  outstand¬ 
ing  the  maturity  or  accelerated  maturi¬ 
ties  of  which  are  scheduled  to  fall  due 
within  six  months  after  the  date  such 
prepayment  is  to  occur  pursuant  to  this 
provision  or  on  or  prior  to  the  date  on 
which  the  payment  obligation  in  respect 
to  such  prepayment  is  scheduled  to  ma¬ 
ture  disregarding  this  provision,  which¬ 
ever  date  is  earlier)  without  reference  to 
any  projected  profit  or  loss  of  the  ap¬ 
plicant  or  registrant,  either  the  adjusted 
net  capital  of  the  applicant  or  registrant 
is  less  than  10  percent  of  its  aggregate  in¬ 
debtedness  or  in  the  case  of  an  applicant 
or  registrant  operating  pursuant  to  para¬ 
graph  (g)  of  thl  section,  its  adjusted  net 
capital  is  less  than  7  percent  of  the  funds 
required  to  be  segregated  pursuant  to  the 
Act  and  these  regulations  plus  for  Secu¬ 
rities  Brokers  or  Dealers.  7  percent  of 
the  aggregate  debit  items  computed  in 
accordance  with  17  CPR  240.15c3-3a  or 
its  adjusted  net  capital  is  less  than  120% 
of  the  appropriate  minimum  dollar 
amount  required  by  this  section.  Not¬ 
withstanding  the  above,  no  prepayment 
shall  occur  without  the  prior  written  ap¬ 
proval  of  the  contract  market  and  the 
Commission. 

(viii)  Suspended  Repayment.  (A)  The 
payment  obligation  of  the  applicant  or 
registrant  in  respect  of  any  subordina¬ 
tion  agreement  shall  be  suspended  and 
shall  not  mature  if,  after  giving  effect  to 
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payment  of  such  payment  obligation 
(and  to  all  payments  of  payment  obliga¬ 
tions  of  the  applicant  or  registrant  under 
any  other  subordination  agreement(s) 
then  outstanding  which  are  scheduled  to 
mature  on  or  before  such  payment 
obligation)  either  the  adjusted  net  capi¬ 
tal  of  the  applicant  or  registrant  would 
be  less  than  8%  percent  of  aggregate  in¬ 
debtedness  or  in  the  case  of  an  applicant 
or  registrant  operating  pursuant  to  para¬ 
graph  (g)  of  this  section,  adjusted  net 
capital  would  be  less  than  6  percent  of 
the  funds  required  to  be  segregated  pur¬ 
suant  to  the  Act  and  these  regulations 
plus  for  Securities  Brokers  or  Dealers,  6 
percent  of  the  aggregate  debit  items  com¬ 
puted  in  accordance  with  17  CFR  240.15 
c3-3a  or  its  adjusted  net  capital  would 
be  less  than  120  percent  of  the  minimum 
dollar  amount  required  by  this  section; 
Provided  that  the  subordination  agree¬ 
ment  may  provide  that  if  the  payment 
obligation  of  the  applicant  or  registrant 
thereunder  does  not  mature  and  is  sus¬ 
pended  as  a  result  of  the  requirement  of 
this  pragraph  (h)  (2)  (viii)  of  this  sec¬ 
tion  for  a  period  of  not  less  than  six 
months  the  applicant  or  registrant  shall 
thereupon  commence  the  rapid  and 
orderly  liquidation  of  its  business,  but  the 
right  of  the  lender  to  receive  payment, 
together  with  accrued  interest  or  com¬ 
pensation,  shall  remain  subordinate  as 
required  by  the  provisions  of  this  sec¬ 
tion. 

(B)  Whenever  a  subordination  agree¬ 
ment  provides  that  an  applicant  or  regis¬ 
trant  shall  commence  a  rapid  and  or¬ 
derly  liquidation,  as  permitted  in  para¬ 
graph  (h)  (2)  (viii)  (A) ,  the  date  on 
which  the  liquidation  commences  shall  be 
the  maturity  date  for  each  subordination 
agreement  of  the  applicant  or  registrant 
then  outstanding,  but  the  rights  of  the 
respective  lenders  to  receive  payment, 
together  with  accrued  interest  or  com¬ 
pensation,  shall  remain  subordinate  as 
required  by  the  provision  of  this  section. 

(ix)  Accelerated  Maturity.  Obligation 
to  repay  to  remain  subordinate: 

(A)  Subject  to  the  provisions  of  para¬ 
graph  (h)  (2)  (viii)  of  this  section,  a 
subordination  agreement  may  provide 
that  the  lender  may,  upon  prior  written 
notice  to  the  applicant  or  registrant  and 
the  contract  market  or  if  applicant  or 
registrant  is  not  a  member  of  a  contract 
market,  then  the  Commission,  given  not 
earlier  than  six  months  after  the  effective 
date  of  such  subordination  agreement, 
accelerate  the  date  on  which  the  pay¬ 
ment  obligation  of  the  borrower,  together 
with  accrued  interest  or  compensation, 
is  scheduled  to  mature  to  a  date  not 
earlier  than  six  months  after  giving  of 
such  notice,  but  the  right  of  the  lender 
to  receive  payment,  together  with  ac¬ 
crued  interest  or  compensation,  shall 
remain  subordinate  as  required  by  the 
provisions  of  this  paragraph  (h)(2)  of 
this  section. 

(B)  Notwithstanding  the  provisions  of 
paragraph  (h)  (2)  (viii)  of  this  section, 
the  payment  obligation  of  the  applicant 
or  registrant  with  respect  to  a  subordina¬ 
tion  agreement,  together  with  accrued 
interest  and  compensation,  shall  mature 


in  the  event  of  any  receivership,  in¬ 
solvency,  liquidation  pursuant  to  the 
Securities  Investor  Protection  Act  of 
1970  or  otherwise,  bankruptcy,  assign¬ 
ment  for  the  benefit  of  creditors,  reor¬ 
ganization  whether  or  not  pursuant  to 
the  bankruptcy  laws,  or  any  other  mar¬ 
shalling  of  the  assets  and  liabilities  of  the 
applicant  or  registrant  but  the  right  of 
the  lender  to  receive  payment,  together 
with  accrued  interest  or  compensation, 
shall  remain  subordinate  as  required  by 
the  provisions  of  paragraph  (h)  (2)  of 
this  section. 

(x)  Accelerated  Maturity  of  Subordi¬ 
nation  Agreements  on  event  of  default 
and  event  of  acceleration.  Obligation  to 
repay  to  remain  subordinate: 

(A)  A  subordination  agreement  may 
provide  that  the  lender  may  upon  prior 
written  notice  to  the  applicant  or  regis¬ 
trant  and  the  contract  market  or  if  the 
applicant  or  registrant  is  not  a  member 
of  a  contract  market,  the  Commission,  of 
the  occurrence  of  any  event  of  accelera¬ 
tion  (as  hereinafter  defined)  given  no 
sooner  than  six  months  after  the  effective 
date  of  such  subordination  agreement, 
accelerate  the  date  on  which  the  payment 
obligation  of  the  applicant  or  registrant, 
together  with  accrued  interest  or  com¬ 
pensation,  is  scheduled  to  mature,  to  the 
last  business  day  of  a  calendar  month 
which  is  not  less  than  six  months  after 
notice  of  acceleration  is  received  by  the 
applicant  or  registrant  and  the  contract 
market,  or  if  the  applicant  or  registrant 
is  not  a  member  of  a  contract  market, 
then  the  Commission.  Any  subordination 
agreement  containing  such  events  of  ac¬ 
celeration  may  also  provide,  that  if  upon 
such  accelerated  maturity  date  the  pay¬ 
ment  obligation  of  the  applicant  or  regis¬ 
trant  is  suspended  as  required  by  para¬ 
graph  (h)  (2)  (viii)  of  this  section  and 
liquidation  of  the  applicant  or  registrant 
has  not  commenced  on  or  prior  to  such 
accelerated  maturity  date  then  notwith¬ 
standing  paragraph  (h)  (2)  (viii)  of  this 
section  the  payment  obligation  of  the 
applicant  or  registrant  with  respect  to 
such  subordination  agreement  shall 
mature  on  the  day  immediately  following 
such  accelerated  maturity  date  and  in 
any  such  event  the  payment  obligations 
of  the  applicant  or  registrant  with  re¬ 
spect  to  all  other  subordination  agree¬ 
ments  then  outstanding  shall  also  ma¬ 
ture  at  the  same  time  but  the  rights  of 
the  respective  lenders  to  receive  pay¬ 
ment,  together  with  accrued  interest  or 
compensation,  shall  remain  subordinate 
as  required  by  the  provisions  of  para¬ 
graph  (h)  (2)  of  this  section.  Events  of 
acceleration  which  may  be  included  in  a 
subordination  agreement  complying  with 
this  paragraph  (h)  (2)  (x)  of  this  section 
shall  be  limited  to: 

(1)  Failure  to  pay  interest  or  any  in¬ 
stallment  of  principal  on  a  subordina¬ 
tion  agreement  as  scheduled; 

(2)  Failure  to  pay  when  due  other 
money  obligations  of  a  specified  mate¬ 
rial  amount: 

(3)  Discovery  that  any  material,  spec¬ 
ified  representation  or  warranty  of  the 
applicant  or  registrant  which  is  included 
in  the  subordination  agreement  and  cm 


which  the  subordination  agreement  was 
based  or  continued  was  Inaccurate  in  a 
material  respect  at  the  time  made; 

(4)  Any  specified  and  clearly  measur¬ 
able  event  which  is  included  in  the  sub¬ 
ordination  agreement  and  which  the 
lender  and  the  applicant  or  registrant 
agree,  (a)  is  a  significant  indication  that 
the  financial  position  of  the  applicant 
or  registrant  has  changed  materially  and 
adversely  from  agreed  upon  specified 
norms;  or  (b)  could  materially  and  ad¬ 
versely  affect  the  ability  of  the  applicant 
or  registrant  to  conduct  its  business  as 
conducted  on  the  date  the  subordination 
agreement  was  made;  or  (c)  is  a  signifi¬ 
cant  change  in  the  senior  management 
of  the  applicant  or  registrant  or  in  the 
general  business  conducted  by  the  appli¬ 
cant  or  registrant  from  that  which  ob¬ 
tained  on  the  date  the  subordination 
agreement  became  effective; 

(5)  Any  continued  failure  to  perform 
agreed  covenants  included  in  the  subor¬ 
dination  agreement  relating  to  the  con¬ 
duct  of  the  business  of  the  applicant  or 
registrant  or  relating  to  the  mainte¬ 
nance  and  reporting  of  its  financial  po¬ 
sition;  and 

(B)  Notwithstanding  the  provisions  of 
paragraph  (h)  (2)  (viii)  of  this  section,  a 
subordination  agreement  may  provide 
that,  if  liquidation  of  the  business  of  the 
applicant  or  registrant  has  not  already 
commenced,  the  payment  obligation  of 
the  applicant  or  registrant  shall  mature, 
together  with  accrued  interest  or  com¬ 
pensation.  upon  the  occurrence  of  an 
event  of  default  (as  hereinafter  defined) . 
Such  agreement  may  also  provide  that,  if 
liquidation  of  the  business  of  the  appli¬ 
cant  or  registrant  has  not  already  com¬ 
menced,  the  rapid  and  orderly  liquida¬ 
tion  of  the  business  of  the  applicant  or 
registrant  shall  then  commence  upon  the 
happening  of  an  event  of  default.  Any 
subordination  agreement  which  so  pro¬ 
vides  for  maturity  of  the  payment  obli¬ 
gation  upon  the  occurrence  of  an  event 
of  default  shall  also  provide  that  the 
date  on  which  such  event  of  default  oc¬ 
curs  shall,  if  liquidation  of  the  applicant 
or  registrant  has  not  already  com¬ 
menced,  be  the  date  on  which  the  pay¬ 
ment  obligation  of  the  applicant  or  reg¬ 
istrant  with  respect  to  all  other  subordi¬ 
nation  agreements  then  outstanding 
shall  mature  but  the  rights  of  the  re¬ 
spective  lenders  to  receive  payment,  to¬ 
gether  with  accrued  interest  or  compen¬ 
sation,  shall  remain  subordinate  as  re¬ 
quired  by  the  provisions  of  paragraph 
(h)  (2)  of  this  section.  Events  of  default 
which  may  be  included  in  a  subordina¬ 
tion  agreement  shall  be  limited  to: 

(1)  The  making  of  an  application  by 
the  Securities  Investor  Protection  Cor¬ 
poration  for  a  decree  adjudicating  that 
customers  of  the  applicant  or  registrant 
are  in  need  of  protection  under  the  Se¬ 
curities  Investor  Protection  Act  (rf  1970 
and  the  failure  of  the  applicant  or  regis¬ 
trant  to  obtain  the  dismissal  of  such 
application  within  30  days; 

(2)  Failure  to  meet  the  minimum  capi¬ 
tal  requirements  of  the  Commission 
throughout  a  period  of  15  consecutive 
business  days,  commencing  on  the  day 
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the  borrower  first  determines  and  notifies 
any  contract  market  of  which  he  is  a 
member  and  the  Commission ;  or  any 
contract  market  or  the  Commission  first 
determines  and  notifies  the  applicant  or 
registrant  of  such  fact; 

(J)  The  Commission  shall  revoke  the 
registration  of  the  applicant  or  regis¬ 
trant; 

(4)  The  contract  market  shall  suspend 
(and  not  reinstate  within  10  days)  or  re¬ 
voke  the  applicant  or  registrant’s  status 
as  a  member  thereof ; 

(5)  Any  receivership,  insolvency,  liqui¬ 
dation  pursuant  to  the  Securities  Inves¬ 
tor  Protection  Act  of  1970  or  otherwise, 
bankruptcy,  assignment  for  the  benefit 
of  creditors,  reorganization  whether  or 
not  pursuant  to  bankruptcy  laws,  or  any 
other  marshalling  of  the  assets  and  li¬ 
abilities  of  the  applicant  or  registrant. 
A  subordination  agreement  which  con¬ 
tains  any  of  the  provisions  permitted  by 
this  subparagraph  (2)  (x)  shall  not  con¬ 
tain  the  provision  otherwise  permitted 
by  paragraph  (h)  (2)  (ix)  (A)  of  this  sec¬ 
tion. 

(2)  Miscellaneous  Provisions. — (1) 
Prohibited  Cancellation.  The  subordina¬ 
tion  agreement  shall  not  be  subject  to 
cancellation  by  either  party;  no  payment 
shall  be  made  with  respect  thereto  and 
the  agreement  shall  not  be  terminated, 
rescinded  or  modified  by  mutual  consent 
or  otherwise  if  the  effect  thereof  would  be 
inconsistent  with  the  requirements  of 
paragraph  (h) ,  of  this  section. 

(ii)  Notice  of  Maturity  or  Accelerated 
Maturity.  Every  applicant  or  registrant 
shall  immediately  notify  the  contract 
market  and  the  Commission  if,  after  giv¬ 
ing  effect  to  all  payments  of  payment 
obligations  under  subordination  agree¬ 
ments  then  outstanding  which  are  then 
due  or  mature  within  the  following  six 
months  without  reference  to  any  pro¬ 
jected  profit  or  loss  of  the  applicant  or 
registrant,  either  the  aggregate  indebted¬ 
ness  of  the  applicant  or  registrant  would 
exceed  8%  percent  of  its  adjusted  net 
capital  or  its  adjusted  net  capital  would 
be  less  than  120  percent  of  the  minimum 
dollar  amount  required  by  1 1.17  or  in 
the  case  of  an  applicant  or  registrant 
who  is  operating  pursuant  to  paragraph 
(g)  of  9 1.17,  its  adjusted  net  capital 
would  be  less  than  6  percent  of  the  funds 
required  to  be  segregated  pursuant  to 
the  Act  and  these  regulations  plus  for 
Securities  Brokers  or  Dealers,  6  percent 
of  the  aggregate  debit  items  computed 
in  accordance  with  17  CFR  240.15c3-3a. 

(ill)  Certain  Legends.  If  all  the  pre¬ 
visions  of  a  satisfactory  subordination 
agreement  do  not  appear  in  a  single  in¬ 
strument,  then  the  debenture  or  other 
evidence  of  indebtedness  shall  bear  on  its 
face  an  appropriate  legend  stating  that 
it  is  issued  subject  to  the  provisions  of  a 
satisfactory  subordination  agreement 
which  shall  be  adequately  referred  to  and 
Incorporated  by  reference. 

(IV  Legal  Title  to  Securities.  All  se¬ 
curities  pledged  as  collateral  to  secure  a 
secured  demand  note  must  be  in  bearer 
form,  or  registered  in  the  name  of  the 
applicant  or  registrant  or  the  name  of  its 
nominee  or  custodian. 


(v)  Temporary  Subordinations.  For 
the  purpose  of  enabling  an  applicant  or 
registrant  to  participate  as  an  under¬ 
writer  of  securities  or  other  extraordi¬ 
nary  activities  in  compliance  with  the 
net  capital  requirements  of  this  section, 
an  applicant  or  registrant  shall  be  per¬ 
mitted,  on  no  more  than  three  occasions 
in  any  12-month  period  to  enter  into  a 
subordination  agreement  on  a  temporary 
basis  which  has  a  stated  term  of  no  more 
than  45  days  from  the  date  the  subordi¬ 
nation  agreement  became  effective.  Pro¬ 
vided,  that  this  temporary  relief  shall 
not  apply  to  any  applicant  or  registrant 
if.  either  the  adjusted  net  capital  of  the 
applicant  or  registrant  is  less  than  10 
percent  of  its  aggregate  indebtedness  or 
in  the  case  of  an  applicant  or  registrant 
operating  pursuant  to  paragraph  (g)  of 
this  section,  adjusted  net  capital  is  less 
than  7  percent  of  the  funds  required 
to  be  segregated  pursuant  to  the  Act 
and  these  regulations  plus  for  Securities 
Brokers  or  Dealers,  7  percent  of  the  ag¬ 
gregate  debit  items  computed  in  ac¬ 
cordance  with  17  CFR  240.1 5c  3-3a  or  its 
net  capital  is  less  than  120%  of  the  ap¬ 
propriate  minimum  dollar  amount  re¬ 
quired  by  this  section,  or  the  amount  of 
its  then  outstanding  subordination 
agreements  exceeds  the  limits  specified 
in  paragraph  (d)  of  this  section.  Such 
temporary  subordination  agreement  shall 
be  subject  to  all  the  other  provisions  of 
this  section. 

(vl)  Filing.  Two  copies  of  any  proposed 
subordination  agreement  (Including  non- 
conforming  subordination  agreements) 
shall  be  filed  with  the  Commission  at 
lease  ten  days  prior  to  the  proposed  exe¬ 
cution  date  of  the  agreement  or  at  such 
other  time  as  the  Commission  tor  good 
cause  shall  accept  such  filing.  Copies  of 
the  proposed  agreement  shall  be  filed 
with  all  contract  markets  of  which  the 
applicant  or  registrant  is  a  member,  if 
any,  in  such  quantities  and  at  such  time 
as  the  contract  markets  may  require.  The 
applicant  or  registrant  shall  also  file  with 
said  parties  a  statement  setting  forth 
the  name  and  address  of  the  lender,  the 
business  relationship  of  the  lender  to  the 
applicant  or  registrant  and  whether  the 
applicant  or  registrant  carried  funds  or 
securities  for  the  lender  at  or  about  the 
time  the  proposed  agreement  was  so 
filed.  All  agreements  shall  be  examined 
at  the  Commission  and  the  contract  mar¬ 
ket  with  whom  such  agreement*  are  re¬ 
quired  to  be  filed  prior  to  their  becom¬ 
ing  effective.  No  proposed  agreement 
shall  be  a  satisfactory  subordination 
agreement  for  the  purposes  of  this  sec¬ 
tion  unless  and  until  the  Commission  has 
found  the  agreement  acceptable  and  such 
agreement  has  become  effective  in  the 
form  found  acceptable. 

(vii)  Subordination  Agreements  in  Ef¬ 
fect  Prior  to  Adoption — Any  subordina¬ 
tion  agreement  which  has  been  entered 
into  prim*  to  (date  of  adoption)  and 
which  has  been  deemed  to  be  satisfactor¬ 
ily  subordinated  pursuant  to  this  section 
heretofore  in  effect  or  the  net  capital 
rules  of  a  registered  national  securities 
exchange  or  contract  market  shall  con¬ 
tinue  to  be  deemed  a  satisfactory  sub¬ 


ordination  agreement  until  the  maturity 
of  such  agreement.  Provided,  that  no 
renewal  of  an  agreement  which  provides 
for  automatic  or  optional  renewal  by  the 
applicant  or  registrant  or  lender  shall  be 
deemed  to  be  a  satisfactory  subordina¬ 
tion  agreement  unless  such  renewed 
agreement  meets  the  requirements  of 
this  section,  within  six  months  of  (the 
effective  date  of  this  section).  Provided 
Further,  that  all  subordination  agree¬ 
ments  must  meet  the  requirements  of 
this  rule  within  five  years  of  (date  of 
adoption) . 

(7  U.S.C.  Sf  and  13a.) 

As  indicated  above,  it  is  the  Intent  of 
the  Commission  to  publish  all  segments 
of  its  proposed  revisions  to  the  minimum 
flnancal  standards  and  related  reporting 
requirements  Imposed  upon  POM’S  prior 
to  taking  final  action  on  any  of  these 
proposals.  The  Commission  also  intends 
to  conduct  public  hearings  on  these  pro¬ 
posals  prior  to  taking  such  action.  Hie 
date  and  place  of  such  hearings  will  be 
announced  subsequent  to  publication  of 
these  proposals. 

Issued  in  Washington,  D.C..  on  May 
17, 1977,  by  the  Commission. 

William  T.  Baqlxt, 
Chairman,  Commodity 
Future*  Trading  Commission. 

Ammo — CBT-CMB  Paomu 
mm 

Section 

l.  Definitions. 

A.  Member. 

B.  Examining  Authority. 

O.  Working  Capital. 

D.  Current  Assets. 

E.  Current  Liabilities. 

F.  Adjusted  Working  Capital. 

*  O.  Aggregate  Indebtedness. 

H.  Proprietary  Account. 

I.  Customer  Account. 

J.  Secured. 

n.  Minimum  Financial  Standards. 

A.  Minimum  Requirement. 

B.  Alternative  Requirement  for  Certain 
Brokers  or  Dealers. 

m.  Financial  Reporting  Requirements. 

A.  Members  Subject  to  the  Requirement 
of  Section  Il-A. 

B.  Members  Subject  to  the  Requirement  of 
Section  ns. 

C.  Additional  Requests  for  Financial  In¬ 
formation;  Audits. 

Apfskdxx 

A.  Standard  for  Subordination  Agreements 
for  Purposes  of  Sections  I X.  (3)  and  I.O.  (4) . 

B.  Securities,  Money  Market  Instruments, 
and  Options:  Amounts  to  be  Deducted  in 
Computing  Adjusted  Working  Capital  Pur¬ 
suant  to  Section  IF.  (5). 

I.  Definitions.  For  the  purposes  of  these 
Minimum  Financial  Standards  and  Related 
Reporting  Requirements,  Including  Appen¬ 
dices  A  and  B,  the  following  definitions 
apply;  provided,  however,  that  nothing  con¬ 
tained  herein  shall  be  construed  to  pre¬ 
vent  the  Examining  Authority  In  applying 
there  Minimum  Standards  from  making  such 
adjustments  to  assets,  liabilities,  reserves,  or 
equities  which  it  considers  to  be  reasonable 
and  necessary  to  reflect  the  financial  con¬ 
dition  of  a  Member:  A.  "Member”  means; 

1.  With  regard  to  the  Board  of  Trade,  each 
Member,  registered  partnership,  registered 
corporation,  and  registered  cooperative  asso- 
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elation  which  Is  registered  with  the  Com¬ 
modity  Futures  Trading  Commission  as  a 
Futures  Commission  Merchant; 

2.  With  regard  to  the  Board  of  Trade  Clear¬ 
ing  Corporation,  each  stockholder  of  the  Cor¬ 
poration  which  is  registered  with  the  Com¬ 
modity  Futures  Trading  Commission  as  a 
Futures  Commission  Merchant;  and 

3.  With  regard  to  the  Chicago  Mercantile 
Exchange,  each  clearing  member,  sub -broker 
and  each  member  or  member  firm  which  Is 
registered  with  the  Commodity  Futures  Trad¬ 
ing  Commission  as  a  Futures  Commission 
Merchant. 

<B.  “Examining  Authority”  means: 

1.  With  regard  to  members  of  the  Board 
of  Trade,  the  Business  Conduct  Committee 
of  the  Board  of  Trade; 

2.  With  regard  to  Members  of  the  Board  of 
Trade  Clearing  Corporation,  the  Board  of 
Governors  of  the  Board  of  Trade  Clearing  Cor¬ 
poration; 

3.  With  regard  to  Members  of  the  Chicago 
Mercantile  Exchange,  the  Clearing  House 
Committee  of  the  Chicago  Mercantile  Ex¬ 
change;  and 

4.  With  regard  to  Members  of  more  than 
one  Examining  Authority,  each  such  Exam¬ 
ining  Authority. 

C.  “Working  Capital”  means  the  amount 
by  which  Current  Assets  exceed  Current 
LI  abilities. 

D.  ‘‘Current  Assets”  means  cash  and  other 
assets  or  resources  commonly  Identified  as 
those  which  are  reasonably  exoected  to  be 
realized  In  cash  or  sold  during  the  next 
twelve  months  In  the  normal  course  of  opera¬ 
tion  of  the  business  of  the  Member  and  which 
are  available  for  and  Intended  for  payment 
of  Current  Liabilities. 

“Current  Assets”  excludes:  1.  Customer 
Accounts  that  liquidate  to  an  unsecured 
deficit  or  contain  unsecured  debit  balances 
and  which  accounts  have  been  In  such  posi¬ 
tion  over  15  days. 

2.  Crop  loans  (loans  made  to  farmers  for 
the  purpose  of  financing  their  crops  or  farm 
operations)  which  are  not  (1)  due  and  col¬ 
lectible  within  nine  months  after  the  respec¬ 
tive  dates  of  making  such  loans,  and  (11)  evi¬ 
denced  by  legally  enforceable  written  Instru¬ 
ments  In  the  possession  of  the  Member. 

3.  All  other  unsecured  receivables,  except 
trade  receivables,  that  are  not  due  and  col¬ 
lectible  within  six  months  from  the  respec¬ 
tive  dates  of  their  Inception. 

4.  Clearing  house  stocks  (except  Board  of 
Trade  Clearing  Corporation  Stock  and  the 
Chicago  Mercantile  Exchange  Security  De¬ 
posit),  exchange  memberships,  guaranty 
funds,  and  permanent  deposits. 

5.  Unsecured  advances  and  loans  to  any 
business  affiliate  that  directly  or  Indirectly 
controls,  is  controlled  by,  or  Is  under  common 
control,  with  the  Member. 

6.  Unrealized  commissions  on  open  futures 
contracts. 

7.  Cash  and  claims  to  cash  which  are  re¬ 
stricted  as  to  use,  such  as  customers’  segre¬ 
gated  funds. 

8.  Land,  buildings,  furniture  and  fixtures. 
Improvements  to  real  property  and  other 
fixed  assets. 

9.  Prepaid  expenses  and  deferred  charges. 

10.  Unsecured  loans  and  advances  to  part¬ 
ners,  officers,  directors  and  employees  of  the 
Member. 

11.  Unsecured  debit  balances  and  unse¬ 
cured  deficits  In  accounts  owned  by  the 
Member  or  In  accounts  of  partners,  officers, 
directors  and  employees  of  the  Member. 

12.  Securities  without  a  ready  market. 

E.  “Current  Llabilites”  means  obligations 
that  are  or  will  become  due  and  payable  In 
the  next  12  months,  or  the  liquidation  of 
which  Is  reasonably  expected  to  require  the 
vise  of  existing  resources  classifiable  as  Cur¬ 


rent  Assets  or  the  creation  of  other  Current 
Liabilities.  “Current  Liabilities”  excludes: 

1.  The  amount  of  money,  securities  and 
property  due  to  customers  of  the  Member 
which  is  held  in  accounts  segregated  under 
the  Commodity  Exchange  Act,  but  only  if 
such  money,  securities  and  property  are  ex¬ 
cluded  from  Current  Assets  In  computing 
Working  Capital. 

2.  The  amount  of  Indebtedness  subordi¬ 
nated  to  the  claims  of  all  general  creditors  of 
the  Member  pursuant  to  Subordination 
Agreements  conforming  with  the  standards 
set  forth  In  Appendix  A. 

3.  Deferred  Income  taxes. 

F.  "Adjusted  Working  Capital”  means 
Working  Capital  less:  1.5  percent  of  all  un¬ 
secured  receivables  used  by  the  Member  In 
computing  Working  Capital,  or  such  greater 
allowance  for  doubtful  accounts  as  has  been 
established  for  financial  reporting  purposes. 

2.  The  amount  by  which  any  advances  paid 
by  the  Member  on  cash  commodity  contracts 
and  used  In  computing  Working  Capital  ex¬ 
ceed  95  percent  of  the  market  value  of  the 
commodities  covered  by  such  contracts. 

3.  In  the  case  of  cash  commodity  Inventor¬ 
ies  that  are  hedged  by  bona  fide  hedging  posi¬ 
tions  as  defined  by  Regulation  1.3(z)  of  the 
Commodity  Futures  Trading  Commission  ( 17 
CFR  §  1.3(z) )  5  percent  of  the  market  value 
of  such  inventories  used  by  the  Member  In 
computing  Working  Capital;  provided,  how¬ 
ever,  that  If  market  value  Is  In  excess  of  or 
less  than  book  value,  the  difference  will  be 
added  to  or  subtracted  from  Working  Capital 
respectively. 

4.  In  the  case  of  cash  commodity  inven¬ 
tories  that  are  not  hedged  as  specified  In 
(3)  above,  20  percent  of  the  market  value  of 
such  Inventories  used  by  the  Member  In  com¬ 
puting  Working  Capital;  provided,  however, 
that  If  market  value  Is  In  excess  of  or  less 
than  book  value,  the  difference  will  be  added 
or  subtracted  from  Working  Capital  respec¬ 
tively;  provided  further,  however,  that  with 
respect  to  those  units  of  Inventory  that  are 
committed  to  fixed  price  sales,  there  shall 
be  no  deduction  for  such  units  of  Inventory 
used  by  the  Member  In  computing  Working 
Capital  If  the  book  value  so  used  does  not 
exceed  Its  committed  sales  price. 

5.  In  the  case  of  securities,  money-market 
Instruments,  and  options,  the  deductions  set 
forth  In  Appendix  B. 

G.  "Aggregate  Indebtedness”  means  that 
portion  of  the  total  liabilities  of  a  Member 
which  Is  not  secured,  but  excluding: 

1.  Advances  received  by  the  Member 
against  bills  of  lading  Issued  In  connection 
with  the  shipment  of  commodities  sold  by 
the  Member. 

2.  Equities  In  accounts  of  general  partners. 

3.  Equities  In  Customer  Accounts. 

4.  The  amount  of  indebtedness  subordi¬ 
nated  to  the  claims  of  all  general  creditors 
of  the  Member  pursuant  to  Subordination 
Agreements  which  conform  with  the  stand¬ 
ards  set  forth  In  Appendix  A. 

5.  The  used  portion  of  a  letter  of  credit 
that  Is  secured  or  used  for  arbitrage  and  the 
unused  portion  of  any  letter  of  credit.  “Ar¬ 
bitrage”  means  an  account  of  a  clearing 
Member  containing  trades  as  a  result  of  a 
specific  arrangement  between  an  Interna¬ 
tional  Monetary  Market  member  and  an  ap¬ 
proved  bank  whereby  the  International 
Monetary  Market  member  has  taken  simul¬ 
taneously  an  opposite  position  with  the  bank 
to  the  International  Monetary  Market  trans¬ 
actions  contained  in  said  account. 

Liabilities  shall  be  deemed  to  be  “secured” 
only  to  the  extent  that  such  liabilities  are 
adequately  collate rialtzed  by  property  owned 
by  the  Member  or,  in  the  case  of  a  partner¬ 
ship,  a  general  partner  thereof. 

H.  “Proprietary  Account”  means  a  com¬ 
modity  futures  trading  account  carried  on 


the  books  of  the  Member  (1)  for  the  Member 
itself  or  (2)  for  a  business  affiliate  which  con¬ 
trols,  or  which  Is  controlled  by,  or  which  Is 
under  common  control  with,  the  Member. 

1.  "Customer  Account”  means  a  commodity 
futures  trading  account  carried  on  the  books 
of  the  Member  which  Is  subject  to  segregation 
under  the  Commodity  Exchange  Act. 

J.  “Secured”,  In  connection  with  loans, 
advances  or  other  forms  of  receivables,  means 
that:  1.  The  Item  Is  secured  by  collateral 
which  can  be  readily  converted  Into  cash 
equal  to  or  In  excess  of  that  part  of  the 
receivable  which  Is  shown  In  the  creditor’s 
records  as  secured,  and 

2.  The  collateral  Is  In  the  possession  ahd 
control  of  the  creditor,  or 

3.  The  creditor  has  a  legally  enforceable, 
written  security  agreement  signed  by  the 
debtor  and  has  a  perfected  security  Interest 
In  the  collateral  within  the  meaning  of  the 
laws  of  the  State  In  which  the  collateral  Is 
located. 

II.  Minimum  Financial  Standards 

A.  Minimum  Requirement. — 1.  Each  mem¬ 
ber  shall  maintain  at  all  times  Adjusted 
Working  Capital  equal'  to  or  in  excess  of 
whichever  of  the  following  Is  greater: 

(a)  $50,000  or  (b)  an  amount  equal  to  the 
sum  of  the  Safety  Factors  prescribed  below, 
plus  6%%  of  Aggregate  Indebtedness. 

Provided,  however,  That  In  the  case  of  a 
Futures  Commission  Merchant  which  has 
operated  as  such  for  6  months  or  less,  $100,- 
000  will  be  substituted  for  $50,000  In  (a) 
above.  Provided  further,  that  applicants  for 
clearing  membership  shall  meet  such  mini¬ 
mum  requirements  as  may  be  established  by 
the  Examining  Authority  from  time  to  time. 

2.  Safety  factors.  The  Safety  Factors  shall 
be: 

(а)  An  amount  equal  to  5  percent  (In  the 
case  of  GNMA  contracts,  1  percent)  of  the 
market  value  (In  the  case  of  T-BU1  con¬ 
tracts,  the  difference  between  the  market 
value  and  face  value)  of  the  net  long  or  net 
short  futures  contracts  In  each  commodity, 
whichever  Is  greater,  carried  In  all  Proprie¬ 
tary  Accounts  of  the  Member,  exclusive  of: 

1.  Any  contract  representing  a  bona  fide 
hedging  transaction  as  defined  by  regulation 
1.3 (z)  of  the  Commodity  Futures  Trading 
Commission  (17  CFR  I  1.3(b)  ); ' 

2.  Any  spread  or  straddle  carried  for  the 
same  account  In  the  same  commodity  on  the 
same  market  In  the  same  crop  year; 

3.  Any  contract  resulting  from  an  approved 
changer  trade  or  arbitrage  trade  made  lh  ac¬ 
cordance  with  the  rules  of  a  contract  market; 

(4)  Any  Intermarket  or  Intercrop  year 
spread  or  straddle,  or  any  Intermarket  and 
Intercrop  year  spread  or  straddle,  carried  for 
the  same  account  In  the  same  commodity; 
Instead,  the  Safety  Factor  for  such  positions 
shall  be  V4  of  1  percent  of  the  market  value 
of  that  side  of  each  such  spread  or  straddle 
having  the  greater  market  value. 

(б)  An  amount  equal  to  %  of  1  percent 
(In  the  case  of  GNMA  contracts.  Me  of  1 
percent  of  the  market  value  (In  the  case  of 
T-Blll  contracts,  the  difference  between  the 
market  value  and  face  value)  of  the  total 
long  or  total  short  futures  contracts  In  each 
commodity,  whichever  Is  greater,  carried  In 
all  non-Proprletary  Accounts  by  the  Member, 
exclusive  of: 

1.  Any  contract  representing  a  bona  fide 
hedging  transaction  as  defined  by  regulation 
1.3(b)  of  the  Commodity  Futures  Trading 
Commission  (17  CFR  f  1.3(b)  )  and  carried  In 
a  non-Proprletary,  non -Customer  Account  by 
the  Member. 

2.  Any  spread  or  Btraddle  carried  for  the 
same  account  in  the  same  commodity  on  the 
same  market  In  the  same  crop  year; 

3.  Any  contract  resulting  from  an  ap¬ 
proved  changer  trade  or  abitrage  trade  made 
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In  accordance  with  the  rules  of  a  contract 
market; 

4.  Any  Intermarket  or  Intercrop  year 
spread  or  straddle,  or  any  Intermarket  and 
Intercrop  year  spread  or  straddle,  carried  for 
the  same  account  In  the  same  commodity; 
Instead,  the  Safety  Factor  for  such  positions 
shall  be  Vi  of  1  percent  of  the  market  value 
of  that  side  of  each  such  spread  or  straddle 
having  the  greater  market  value. 

(c)  Such  other  amount  as  the  Examining 
Authority  may  determine  at  any  time  to  be 
reasonable  and  necessary  In  view  of  the  fi¬ 
nancial  condition  of  the  particular  Member, 
Including  the  financial  condition  and  capi¬ 
talization  of  the  Member  In  relation  to  the 
volume  and  nature  of  Its  commodities  and 
other  business  transacted  with  or  on  the 
facilities  of  the  Examining  Authority  or 
otherwise. 

B.  Alternative  Requirements  for  Certain 
Brokers  or  Dealers.  Upon  application  to  the 
Examining  Authority,  a  Member  who  la  a 
broker  or  dealer  subject  to  the  provisions 
of  rule  15c3-l  of  the  Securities  and  Ex¬ 
change  Commission  (17  CFR  |240.1ftc3-l) 
may  be  exempted  by  the  Examining  Author¬ 
ity  from  the  provisions  of  Section  II -A.,  pro¬ 
vided  that  all  “satisfactory  subordination 
agreements"  of  such  member,  as  that  term 
Is  defined  in  Appendix  D  to  rule  16c3-l,  In¬ 
clude  (by  addendum  or  otherwise)  the  Ex¬ 
amining  Authority  as  an  “examining  author¬ 
ity",  as  that  term  Is  used  In  Appendix  D  to 
rule  15c3-l,  to  whom  all  notices  must  be 
given,  or  from  whom  prior  consents  or  ap¬ 
provals  must  be  obtained  In  accordance  with 
or  pursuant  to  the  terms  of  such  agreements. 
Each  exempted  Member  shall  Instead  main¬ 
tain  at  all  times  Net  Capital  as  computed  In 
accordance  with  the  rule  15c3-l  In  such 
amount  as  to  comply  with  the  minimum  re¬ 
quirements  of  that  Rule.  The  exemption  of 
a  Member  from  the  provisions  of  Section 
IIA.  is  within  the  sole  discretion  of  the  Ex¬ 
amining  Authority  and  may  be  revoked  by 
the  Examining  Authority  at  any  time.  Im¬ 
mediately  upon  such  revocation,  the  Member 
shall  be  subject  to  the  provisions  of  Section 
II  .A. 

III.  Financial  Reporting  Requirements 

A.  Members  Subject  to  the  Requirement 
of  Section  II. A. — 1.  Each  Member  who  Is 
subject  to  the  requirement  of  8ectton  IIA. 
shall  submit  to  the  Examining  Authority 
during  each  12-month  period  a  financial  re¬ 
port  examined  by  an  Independent  public  ac¬ 
countant  acceptable  to  the  Examining  Au¬ 
thority. 

(a)  Such  report  shall  be  submitted  as  of 
a  specified  date  during  the  course  of,  or  fol¬ 
lowing,  each  12-month  period. 

(b)  The  report  shall  be  made  on  a  form 
provided  by  the  Examining  Authority. 

(2)  In  addition,  each  such  Member  shall 
submit  during  each  12-month  period  1  addi¬ 
tional  financial  report  as  of  a  date  specified 
by  the  Examining  Authority.  The  report 
shall  be  made  on  a  form  provided  by  the 
Examining  Authority. 

B.  Members  Subject  to  the  Requirement 
of  Section  II. B.  Each  Member  who  Is  subject 
to  the  alternative  requirement  of  Section 
n£.  shall: 

1.  Promptly  provide  the  Examining  Au¬ 
thority  with  copies  of  all  statements,  reports, 
documents,  agreements  and  notices  prepared 
and  filed  or  submitted  by  the  Member  pur¬ 
suant  to  or  in  compliance  with  Rules  16c3-l, 
17a-S,  17a-10  and  17a-ll  of  the  Securities 
and  Exchange  Commission  (17  CFR  ii  240  - 
15c3-l,  17a-6,  17a-10  and  17a-ll)  and  such 
additional  reports  and  schedules  as  may  be 
required  by  the  Examining  Authority  from 
time  to  time,  and 

2.  Submit,  upon  request,  to  the  Examin¬ 
ing  Authority,  at  the  same  time  that  the 


audited  financial  report  of  the  Member  is 
submitted,  a  financial  report  prepared  on  a 
form  provided  by  the  Examining  Authority. 

Additional  Requests  for  Financial  Infor¬ 
mation;  Audits. — 1.  Each  Member  shall  pro¬ 
vide  such  additional  financial  information  as 
the  Examining  Authority  may  request  from 
time  to  time. 

2.  All  financial  reports  submitted  may  be 
audited  by  the  Examining  Authority  In  the 
course  of  any  examination  of  the  books  and 
records  of  the  Member. 

3.  A  duplicate  copy  of  any  financial  report 
requested  by  the  Examining  Authority  shall 
be  promptly  sent  to  all  other  Examining 
Authorities. 

4.  All  Examining  Authorities  shall  be 
promptly  notified  by  the  Member  of  any  re¬ 
quest  for  modification  of  capital  structure 
by  an  Examining  Authority. 

Minimum  Financial  Standards  and  Rxlatrd 
Rxportino  Requirements 

APPENDIX 

Standard  for  Subordination  Agreements  for 

Purposes  of  Sections  IJ.  (2)  and  l.O.  (4) 

INDEX 

Section 

A-I.  Additional  Definitions. 

A.  Subordination  Agreement. 

B.  Subordinated  Loan  Agreement. 

C.  Collateral  Value.  • 

D.  Payment  Obligation. 

E.  Payment. 

F.  Secured  Demand  Note  Agreement. 

O.  Lender. 

A-EI.  Minimum  Requirements  for  Subordina¬ 
tion  Agreements. 

A.  Terms  and  Mrture  of  Obligation. 

B.  Specific  Amount. 

C.  Effective  Subordination. 

D.  Proceeds  of  Subordinated  Loan  Agree¬ 
ments. 

E.  Certain  Rights  of  the  Borrower. 

F.  Collateral  for  Secured  Demand  Notes. 

O.  Permissive  Prepayments. 

H.  Suspended  Repayment. 

I.  Accelerated  Maturity — Obligation  to  Re¬ 
pay  to  Remain  Subordinate. 

J.  Accelerated  Maturity  of  Subordination 
Agreements  on  Event  of  Default  and  Event 
of  Acceleration  Obligation  to  Repay  to  Re¬ 
main  Subordinate. 

A-III.  Miscellaneous  Provisions. 

A.  Prohibited  Cancellation. 

B.  Notice  of  Maturity  or  Accelerated  Ma¬ 
turity. 

C.  Certain  Legends. 

D.  Legal  Title  to  Securities. 

E.  Filing. 

F.  Subordination  Agreements  In  Effect 
Prior  to  Adoption. 

A— 1.  Additional  Definitions. — A.  “Subordi¬ 
nation  Agreement”  means  either  a  Subordi¬ 
nated  Loan  Agreement  or  a  Secured  Demand 
Note  Agreement. 

B.  “Subordinated  Loan  Agreement"  means 
the  agreement  or  agreements  evidencing  or 
governing  a  subordinated  borrowing  of  cash. 

C.  "Collateral  Value"  of  any  securities 
pledged  to  secure  a  secured  demand  note 
means  the  market  value  of  such  securities 
after  giving  effect  to  the  haircuts  specified 
In  Appendix  B. 

D.  "Payment  Obligation”  means  the  obli¬ 
gation  of  a  borrower  under  any  Subordina¬ 
tion  Agreement  (1)  to  repay  cash  loaned  to 
the  borrower  pursuant  to  a  Subordinated 
Loan  Agreement  or  (2)  to  return  a  secured 
demand  note  contributed  to  the  borrower  or 
reduce  the  unpaid  principal  amount  thereof 
and  to  return  cash  or  securities  pledged  as 
collateral  to  secure  the  secured  demand  note. 

E.  "Payment”  means  the  performance  by 
a  borrower  of  a  Payment  Obligation. 

F.  "Secured  Demand  Note  Agreement” 
means  an  agreement  (Including  the  related 


secured  demand  note)  evidencing  or  govern¬ 
ing  the  contribution  of  a  secured  demand 
note  to  a  borrower  and  the  pedge  of  securi¬ 
ties  and/or  cash  with  the  borrower  as  col¬ 
lateral  to  secure  payment  of  such  secured 
demand  note.  Additionally : 

1.  The  Secured  Demand  Note  Agreement 
may  provide  that  neither  the  Lender,  his 
heirs,  executors,  administrators  or  assigns 
shall  be  personally  liable  on  such  note  and 
that  In  the  event  of  default  the  borrower 
shall  look  for  payment  of  such  note  solely 
to  the  collateral  then  pledged  to  secure  the 
same. 

2.  The  secured  demand  note  shall  be  a 
promissory  note  executed  by  the  Lender  and 
shall  be  payable  on  the  demand  of  the  bor¬ 
rower  to  which  It  is  contributed;  provided, 
however,  that  the  making  of  such  demand 
may  be  conditioned  upon  the  occurrence  of 
any  of  certain  events  which  are  acceptable 
to  the  Examining  Authority. 

3.  If  such  note  Is  not  paid  upon  present¬ 
ment  and  demand  as  provided  therein,  the 
borrower  shall  have  the  right  to  liquidate  all 
or  any  part  of  the  securities  then  pledged 
as  collateral  to  secure  payment  of  the  same 
and  to  apply  the  net  proceeds  of  such  liqui¬ 
dation,  together  with  any  cash  then  in¬ 
cluded  In  the  collateral,  In  payment  of  such 
note.  8ubject  to  the  prior  rights  of  the  bor¬ 
rower  as  pledgee,  the  Lender  may  retain 
ownership  of  the  collateral  and  have  the 
benefit  of  any  increases  and  bear  the  risks 
of  any  decreases  in  the  value  of  the  collat¬ 
eral  and  may  retain  the  right  to  vote  secu¬ 
rities  contained  within  the  collateral  any 
any  right  to  Income  therefrom  or  distribu¬ 
tions  thereon,  except  the  borrower  shall  have 
the  right  to  receive  and  hold  as  pledgee  all 
dividends  payable  In  securities  and  all  par¬ 
tial  and  complete  liquidating  dividends. 

4.  Subject  to  the  prior  rights  of  the  bor¬ 
rower  as  pledgee,  the  Lender  may  have  the 
right  to  direct  the  sale  of  any  securities  In¬ 
cluded  In  the  collateral,  to  direct  the  pur¬ 
chase  of  securitise  with  any  cash  Included 
therein,  to  withdraw  excess  collateral  or  to 
substitute  cash  or  other  securities  as  col¬ 
lateral,  provided  that  the  net  proceeds  of  any 
such  sale  and  the  cash  so  substituted  and 
the  securities  so  purchased  or  substituted 
are  held  by  the  borrower  as  pledgee,  and  are 
Included  within  the  collateral  to  secure  pay¬ 
ment  of  the  secured  demand  note,  and  pro¬ 
vided  further  that  no  such  transaction  shall 
be  permitted  if.  after  giving  effect  thereto, 
the  sum  erf  the  amount  of  any  cash,  plus 
the  Collateral  Value  of  the  securities  then 
pledged  as  collateral  to  secure  the  secured 
demand  note,  would  be  less  than  the  unpaid 
principal  amount  of  the  secured  demand 
note. 

5.  Upon  payment  by  the  Lender,  as  dis¬ 
tinguished  from  a  reduction  by  the  Lender 
as  provided  for  In  subdivision  A-IUF.(3)  be¬ 
low,  or  reduction  by  the  borrower  as  pro¬ 
vided  for  In  A-n.O  below  of  all  or  any  part 
of  the  unpaid  principal  amount  of  the 
secured  demand  note,  a  borrower  shall  Issue 
to  the  Lender  a  Subordinated  Loan  Agree¬ 
ment  In  the  amount  of  such  payment  (or  In 
the  case  of  a  borrower  that  Is  a  partnership, 
credit  a  capital  account  of  the  Lender)  or 
Issue  preferred  or  common  stock  of  the  bor¬ 
rower  In  the  amount  of  such  payment,  or  any 
combination  of  the  foregoing,  as  provided  for 
In  the  Secured  Demand  Note  Agreement. 

O.  "Lender”  means  the  person  who  lends 
cash  to  a  borrower  pursuant  to  a  Subordi¬ 
nated  Loan  Agreement  and  the  person  who 
contributes  a  secured  demand  note  to  a  bor¬ 
rower  pursuant  to  a  Secured  Demand  Note 
Agreement. 

A-n.  Minimum  Requirements  for  Subordi¬ 
nation  Agreements. — A.  Terms  and  Nature  of 
Obligation,  Subject  to  A-I.  above,  a  Subordi¬ 
nation  Agreement  means  a  written  agreement 
between  the  borrower  and  the  Lender,  which ; 
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1.  wan  a  minimum  term  of  one  year,  and 

2.  Is  a  valid  and  binding  obligation  en¬ 
forceable  In  accordance  wltto  Its  terms  (sub¬ 
ject  as  to  enforcement  to  applicable  bank¬ 
ruptcy,  Insolvency,  reorganization,  morato¬ 
rium  and  other  similar  laws)  against  the 
borrower  and  the  lender  and  their  respective 
heirs,  executors,  administrators,  successors 
and  assigns. 

B.  Specific  Amount.  All  Subordination 
Agreements  shall  be  for  a  specific  dollar 
amount  which  shall  not  be  reduced  for  the 
duration  of  the  agreement  except  by  Install¬ 
ments  as  specifically  provided  for  therein 
and  except  as  otherwise  provided  In  this 
Appendix. 

O.  Effective  Subordination.  The  Subordina¬ 
tion  Agreement  shall  effectively  subordinate 
any  right  of  the  Lender  to  receive  any  Pay¬ 
ment  with  respect  thereto,  together  with 
accrued  Interest  or  compensation,  to  the 
prior  payment  or  provision  for  payment  In 
full  of  all  claims  of  all  present  and  future 
creditors  of  the  borrower  arising  out  of  any 
matter  occurtng  prior  to  the  date  on  which 
the  related  Payment  Obligation  matures,  ex¬ 
cept  for  claims  which  are  the  subject  of 
Subordination  Agreements  which  rank  on 
the  same  priority  as  or  Junior  to  the  claim  of 
the  Lender  under  such  Subordination 
Agreements. 

D.  Proceeds  of  Subordinated  Loan  Agree¬ 
ments.  The  Subordinated  Loan  Agreement 
«baii  provide  that  the  cash  proceeds  thereof 
shall  be  used  and  dealt  with  by  the  borrower 
as  part  of  Its  capital  and  shall  be  subject 
to  the  risks  of  the  business. 

E.  Certain  Rights  of  the  Borrower.  The 
Subordination  Agreement  shall  provide  that 
the  borrower  shall  have  the  right  to: 

1.  Deposit  any  cash  proceeds  of  a  Sub¬ 
ordinated  Loan  Agreement  and  any  cash 
pledged  as  collateral  to  secure  a  secured  de¬ 
mand  note  In  an  acoount  or  aooounts  In  its 
own  name  In  any  bank  or  trust  company; 

2.  Fledge,  repledge,  hypothecate  and  re¬ 
hypothecate,  any  or  all  of  the  securities 
pledged  as  collateral  to  secure  a  secured  de¬ 
mand  note,  without  notice,  separately  or  In 
common  with  other  securities  or  property  for 
the  purpose  of  securing  any  Indebtedness  of 
the  borrower;  and 

8.  Lend  to  itself  or  others  any  or  all  of 
the  securities  and  cash  pledged  as  collateral 
to  secure  a  secured  demand  note. 

F.  Collateral  for  Secured  Demand  Notes. 
Only  cash  and  securities  which  are  fully  paid 
for  and  which  may  be  publicly  offered  or  sold 
without  registration  under  the  Securities  Act 
of  1933,  and  the  offer,  sale  and  transfer  of 
which  are  not  otherwise  restricted,  may  be 
pledged  as  collateral  to  secure  a  secured  de¬ 
mand  note.  The  Secured  Demand  Note  Agree¬ 
ment  shall  provide  that  If  at  any  time  the 
sum  of  the  amount  of  any  cash,  plus  the 
Collateral  Value  of  any  securities  then 
pledged  as  collateral  to  secure  the  secured 
demand  note  Is  less  than  the  unpaid  prin¬ 
cipal  amount  of  the  secured  demand  note, 
the  borrower  must  Immediately  transmit 
written  notice  to  that  effect  to  the  Lender 
and  the  Examining  Authority.  The  Secured 
Demand  Note  Agreement  shall  also  require 
that  following  such  transmittal: 

1.  The  Lender,  prior  to  noon  of  the  busi¬ 
ness  day  next  succeeding  the  transmittal  of 
such  notice,  may  pledge  as  coHeral  additional 
cash  or  securities  sufficient,  after  giving  effect 
to  such  pledge,  to  bring  the  sum  of  the 
amount  of  any  cash  plus  the  Collateral  Value 
of  any  securities,  then  pledged  as  collateral 
to  secure  the  secured  demand  note,  up  to 
an  amount  not  less  than  the  unpaid  principal 
amount  of  the  secured  demand  note;  and 

2.  Unless  additional  cash  or  securities  are 
pledged  by  the  Lender  as  provided  In  (1) 
above,  the  borrower  at  noon  an  the  business 
day  next  succeeding  the  transmittal  of  notice 


to  the  Lender  must  commence  sale,  for  the 
account  of  the  Lender,  of  such  of  the  secu¬ 
rities  then  pledged  as  collateral  to  secure 
the  secured  demand  note  and  apply  so  much 
of  the  net  proceeds  thereof,  together  with 
such  of  the  cash  then  pledged  as  collateral 
to  secure  the  secured  demand  note  as  may 
be  necessary  to  eliminate  the  unpaid  prin¬ 
cipal  amount  of  the  secured  demand  note; 
provided,  however,  that  the  unpaid  princi¬ 
pal  amount  of  the  secured  demand  note  need 
not  be  reduced  below  the  sum  of  the  amount 
of  any  remaining  cash,  plus  the  Collateral 
Value  of  the  remaining  securities,  then 
pledged  as  collateral  to  secure  the  secured 
demand  note.  The  borrower  may  not  pur¬ 
chase  for  Its  own  account  any  securities  sub¬ 
ject  to  such  a  sale. 

3.  The  Secured  Demand  Note  Agreement 
may  also  provide  that.  In  lieu  of  the  proce¬ 
dures  specified  In  the  provisions  required  by 
(2)  above,  the  Lender  with  the  prior  written 
consent  of  the  borrower  and  the  Examining 
Authority  may  reduce  the  unpaid  principal 
amount  of  the  secured  demand  note.  Pro¬ 
vided,  That  after  giving  effect  to  such  reduc¬ 
tion  the  firm  can  demonstrate  that  It  will 
comply  with  the  Minimum  Financial  Stand¬ 
ards  of  the  Examining  Authority. 

O.  Permissive  Prepayments.  A  borrower 
at  Its  option,  but  not  at  the  option  of  the 
Lender,  may.  If  the  Subordination  Agreement 
so  provides,  make  a  Payment  of  all  or  any 
portion  of  the  Payment  Obligation  there¬ 
under  prior  to  the  scheduled  maturity  date 
of  such  payment  obligation  (a  "Prepay¬ 
ment”).  No  Prepayment  shall  be  made,  If, 
after  giving  effect  thereto  (and  to  all  Pay¬ 
ments  of  Payment  Obligations  under  any 
other  Subordinated  Agreements  then  out¬ 
standing  the  maturity  or  accelerated  ma¬ 
turities  of  which  are  scheduled  to  fall  due 
within  6  months  after  the  date  such  Prepay¬ 
ment  Is  to  occur  pursuant  to  this  provision 
or  on  or  prior  to  the  date  on  which  the  Pay¬ 
ment  Obligation  In  respect  of  such  Prepay¬ 
ment  is  scheduled  to  mature  disregarding 
this  provision,  whichever  date  Is  earlier) 
without  reference  to  any  projected  profit  cm* 
Toss  of  the  borrower,  the  borrower  would  tell 
to  comply  with  the  Minimum  Financial  Re¬ 
quirements  of  the  Examining  Authority.  Not¬ 
withstanding  the  above,  no  Prepayment  shall 
occur  without  the  prior  approval  of  the  Ex¬ 
amining  Authority. 

H.  Suspended  Repayment. — 1.  The  Pay¬ 
ment  Obligation  of  the  borrower  In  respect 
of  any  Subordination  Agreement  shall  be 
suspended  and  shall  not  mature  If,  after 
giving  effect  to  Payment  of  such  Payment 
Obligation  (and  to  all  Payments  of  Payment 
Obligations  of  the  borrower  under  any  other 
Subordination  Agreement  (s)  then  outstand¬ 
ing  which  are  scheduled  to  mature  on  or 
before  such  Payment  Obligation)  the  bor¬ 
rower  would  fall  to  comply  with  the  Mini¬ 
mum  Financial  Standards  of  the  Examining 
Authority.  Provided,  that  the  Subordination 
Agreement  may  provide  that  If  the  Payment 
Obligation  of  the  borrower  thereunder  does 
not  mature  and  Is  suspended  as  a  result  of 
the  requirement  of  this  provision  for  a 
period  of  not  less  than  8  months  the  bor¬ 
rower  shall  thereupon  commence  the  rapid 
and  orderly  liquidation  of  Its  business  but 
the  right  of  the  Lender  to  receive  Payment, 
together  with  accrued  Interest  or  compen¬ 
sation,  shall  remain  subordinate  as  required 
by  the  provisions  of  this  Appendix. 

2.  Whenever  a  Subordination  Agreement 
provides  that  a  borrower  shall  commence  a 
rapid  and  orderly  liquidation,  as  permitted 
In  (1)  above,  the  date  In  which  the  liquida¬ 
tion  commences  shall  be  the  maturity  date 
for  each  Subordination  Agreement  of  the 
borrower  then  outstanding,  but  the  rights  of 
the  respective  lenders  to  receive  Payment, 
together  with  accrued  Interest  or  compensa¬ 


tion,  shall  remain  subordinate  as  required 
by  the  provisions  of  this  Appendix. 

I.  Accelerated  Maturity — Obligation  to  Re¬ 
pay  to  Remain  Subordinate: 

1.  Subject  to  the  provisions  of  H.  above,  a 
subordination  agreement  may  provide  that 
the  Lender  may,  upon  prior  written  notice  to 
the  borrower  and  the  Examining  Authority 
not  earlier  than  8  months  after  the  effective 
date  of  such  Subordination  Agreement,  ac¬ 
celerate  the  date  on  which  the  Payment  Obli¬ 
gation  of  the  borrower,  together  with  accrued 
Interest  or  compensation,  Is  scheduled  to  ma¬ 
ture  to  a  date  not  earlier  than  6  months 
after  giving  of  such  notice,  but  the  right  of 
the  Lender  to  receive  Payment,  together  with 
accrued  Interest  or  compensation,  shall  re¬ 
main  subordinate  as  required  by  the  pro¬ 
visions  of  this  Appendix. 

2.  Notwithstanding  the  provisions  of  H. 
above,  the  Payment  Obligation  of  the  bor¬ 
rower  with  respect  to  a  Subordination  Agree¬ 
ment,  together  with  accrued  interest  and 
compensation,  shall  mature  In  the  event  of 
any  receivership.  Insolvency,  liquidation, 
bankruptcy,  assignment  for  the  benefit  of 
creditors,  reorganization  whether  or  not  pur¬ 
suant  to  the  bankruptcy  laws,  or  any  other 
marshalling  of  the  assets  and  liabilities  of  the 
borrower  but  the  right  of  the  lender  to  re¬ 
ceive  Payment,  together  with  accrued  Interest 
or  compensation,  shall  remain  subordinate  as 
required  by  the  provisions  of  this  Appendix. 

J.  Accelerated  Maturity  of  Subordination 
Agreements  on  Event  of  Default  and  Event  of 
Acceleration  Obligation  to  Repay  to  Remain 
Subordinate: 

1.  A  Subordination  Agreement  may  provide 
that  the  lender  may,  upon  written  notice  to 
the  borrower  and  the  Examining  Authority 
of  the  occurrence  of  any  Event  of  Acceler¬ 
ation  (as  defined  below)  given  no  sooner  than 
6  months  ofter  the  effective  date  of  such 
Subordination  Agreement,  accelerate  the  date 
on  which  the  Payment  Obligation  of  the  bor¬ 
rower,  together  with  accrued  Interest  or  com¬ 
pensation,  is  scheduled  to  mature,  to  the 
last  business  day  of  a  calendar  month  which 
Is  not  less  than  6  months  after  notice  of  ac¬ 
celeration  Is  received  by  the  borrower  and  the 
Shramining  Authority.  Any  Subordination 
Agreement  containing  such  Events  of  Ac¬ 
celeration  may  also  provide,  that  If  upon 
such  accelerated  maturity  date  the  Payment 
Obligation,  of  the  borrower  Is  suspended  as 
required  by  H.  above  and  liquidation  of  the 
borrower  has  not  commenced  on  or  prior  to 
such  accelerated  maturity  date,  then  not¬ 
withstanding  H.  above  the  Payment  Obliga¬ 
tion  of  the  borrower  with  respect  to  such 
Subordination  Agreement  shall  mature  on 
the  day  immediately  following  such  accele¬ 
rated  maturity  date  and  In  any  such  event 
the  Payment  Obligations  of  the  borrower 
wKh  respect  to  all  other  Subordination 
Agreements  then  outstanding  shall  also  ma¬ 
ture  at  the  same  time,  but  the  rights  of 
the  respective  Lenders  to  receive  Payment, 
together  with  accrued  Interest  or  compen¬ 
sation,  shall  remain  subordinate  as  required 
by  the  provisions  of  this  Appendix.  Events 
of  Acceleration  which  may  be  Included  In  a 
subordination  sgreement  complying  with  this 
provision  shall  be  limited  to: 

(a)  Failure  to  pay  Interest  or  any  Install¬ 
ment  of  . principal  on  a  Subordination  Agree¬ 
ment  as  scheduled; 

(b)  Failure  to  pay  when  due  other  money 
obligations  of  a  specified  material  amount; 

(c)  Discovery  that  any  material,  specified 
representation  or  warranty  of  the  borrower 
which  Is  included  In  the  Subordinated  Agree¬ 
ment  and  on  which  the  Subordination  Agree¬ 
ment  was  based  or  continued  was  Inaccurate 
In  a  material  respect  at  the  time  made; 

(d)  Any  specified  and  clearly  measurable 
event  which  Is  Included  In  the  Subordination 
Agreement  and  which  the  Lender  and  the 
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borrower  agree  (i)  la  a  significant  Indication 
that  the  financial  position  of  the  borrower 
Vi«j»  changed  materially  and  adversely  from 
agreed  upon  specified  norma  or  (11)  could 
materially  and  adversely  affect  the  ability 
of  the  borrower  to  conduct  Its  business  as 
conducted  on  the  date  the  Subordination 
Agreement  was  made  or  (til)  Is  a  significant 
change  In  the  senior  management  of  the  bor¬ 
rower  or  In  the  general  business  conducted 
by  the  borrower  from  that  which  obtained 
on  the  date  the  Subordination  Agreement 
became  effective. 

(e)  Any  continued  failure  to  perform 
agreed  covenants  Included  In  the  Subordina¬ 
tion  Agreement  relating  to  the  conduct  of 
the  business  of  the  borrower  or  relating  to 
the  maintenance  and  reporting  of  Its  fin¬ 
ancial  position. 

2.  Notwithstanding  the  provisions  of  H. 
above,  a  Subordination  Agreement  may  pro¬ 
vide  that.  If  liquidation  of  business  of  the 
borrower  base  not  already  commenced,  the 
Payment  Obligation  of  the  borrower  shall 
mature,  together  with  accrued  Interest  or 
compensation,  upon  the  occurrence  of  an 
Event  of  Default  (as  defined  below).  Such 
agreement  may  also  provide  that.  If  liquida¬ 
tion  of  the  business  of  the  borrower  has  not 
already  commenced,  the  rapid  and  orderly 
liquidation  of  the  business  of  the  borrower 
shall  then  commence  upon  the  happening 
of  an  Event  of  Default.  Any  Subordination 
Agreement  which  so  provides  for  maturity  of 
the  Payment  Obligation  upon  the  occurrence 
of  an  Event  of  Default  shall  also  provide  that 
the  date  on  which  such  Event  of  Default  oc¬ 
curs  shall.  If  liquidation  of  the  borrower  has 
not  already  commenced,  be  the  date  on  which 
the  Payment  Obligation  of  the  borrower  with 
respect  to  all  other  Subordination  Agree¬ 
ments  then  outstanding  shall  mature  but  the 
rights  of  the  respective  Lenders  to  receive 
Payment,  remain  subordinate  as  required 
by  the  provisions  of  this  Appendix.  Events  of 
Default  which  may  be  Included  In  a  Sub¬ 
ordination  Agreement  shall  be  limited  to: 

(a)  Failure  to  comply  with  the  Minimum 
Financial  Standards  of  the  Examining  Au¬ 
thority  throughout  a  period  of  IS  consecu¬ 
tive  business  days,  commencing  on  the  day 
the  borrower  first  determines  and  notifies  the 
Examining  Authority,  or  the  Examining  Au¬ 
thority  first  determines  and  notifies  the 
borrower  of  such  fact; 

(b)  The  Commodity  Futures  Trading  Com¬ 
mission  shall  revoke  the  registration  of  the 
borrower; 

(c)  The  Examining  Authority  shall  sus¬ 
pend  (and  not  reinstate  within  10  days) 
or  revoke  the  borrower’s  status  as  a  Mem¬ 
ber  thereof; 

(d)  Any  receivership,  Insolvency,  liquida¬ 
tion,  bankruptcy,  assignment  for  the  benefit 
of  creditors,  reorganization,  whether  or  not 
pursuant  to  bankruptcy  laws,  or  any  other 
marshalling  of  the  assets  and  liabilities  of 
the  borrower. 

(3)  A  Subordination  Agreement  which 
co~ tains  any  of  the  provisions  permitted  by 
this  Section  J.  shall  not  contain  the  pro¬ 
vision  otherwise  permitted  by  I.  (1)  above. 

A -m.  Miscellaneous  Provisions. — A.  Pro¬ 
hibited  Cancellation.  The  Subordination 
Agreement  shall  not  be  subject  to  cancella¬ 
tion  by  either  party;  no  Payment  shall  be 
made  with  respect  thereto  and  the  agree¬ 
ment  shall  not  be  terminated,  rescinded  or 
modified  by  mutual  consent  or  otherwise  If 
the  effect  thereof  would  be  Inconsistent  with 
the  requirements  of  this  Appendix. 

B.  Notice  of  Maturity  or  Accelerated  Ma¬ 
turity — Every  borrower  shall  Immediately  no¬ 
tify  the  Examining  Authority  If,  after  giv¬ 
ing  effect  to  all  Payments  of  Payment  Ob¬ 
ligations  under  Subordination  Agreements 
then  outstanding  which  are  then  due  or 
mature  within  the  following  6  months  with¬ 
out  reference  to  any  projected  profit  or  loss 


of  the  borrower.  It  falls  to  comply  with  the 
Minimum  Financial  Standards  of  the  Exam¬ 
ining  Authority. 

C.  Certain  Legends.  If  all  the  provisions 
of  a  Subordination  Agreement  do  not  appear 
In  a  single  Instrument,  then  the  debenture 
or  other  evidence  of  Indebtedness  shell  bear 
on  Its  face  an  appropriate  legend  stating  that 
It  la  Issued  subject  to  the  provisions  of  a 
Subordination  Agreement  which  shall  be  ad¬ 
equately  referred  to  and  Incorporated  by 
reference. 

D.  Legal  Title  to  Securities.  All  securities 
pledged  as  collateral  to  secure  a  secured  de¬ 
mand  note  must  be  In  bearer  form,  or  reg¬ 
istered  In  the  name  of  the  borrower  or  the 
name  of  Its  nominee  or  custodian. 

E.  Filing.  Two  copies  of  any  proposed  Sub¬ 
ordination  Agreement  (Including  non -con¬ 
forming  subordination  agreements)  shall  be 
filed  at  least  10  days  prior  to  the  proposed 
execution  date  of  the  agreement  with  the 
Examining  Authority  or  at  such  other  time 
as  the  Examining  Authority  for  good  cause 
shall  determine.  The  borrower  shall  also  file 
a  statement  setting  forth  the  name  and  ad¬ 
dress  of  the  Lender,  the  business  relationship 
of  the  Lender  to  the  borrower,  and  whether 
the  borrower  carried  funds  or  securities  for 
the  Lender  at  or  about  the  time  the  proposed 
agreement  was  so  filed.  No  proposed  agree¬ 
ment  shall  be  satisfactory  for  the  purposes 
of  this  section  unless  and  until  the  Examin¬ 
ing  Authority  has  found  the  agreement  ac¬ 
ceptable  and  such  agreement  has  become 
effective  In  the  form  found  acceptable. 

F.  Subordination  Agreements  In  Effect 

Prior  to  Adoption.  Any  subordination  agree¬ 
ment  which  has  been  entered  Into  prior  to 
(Effective  Date  of  Appendix  A)  and  which 
has  been  deemed  to  be  a  "satisfactory  sub¬ 
ordination  agreement”  pursuant  to  the  capi¬ 
tal  rule  of  the  Examining  Authority  hereto¬ 
fore  In  effect  shall  be  deemed  to  be  satisfac¬ 
tory  for  the  purposes  of  this  section  until  the 
maturity  of  such  agreement.  Provided.  That 
no  renewal  of  any  agreement  which  provided 
for  automatic  or  optional  renewal  by  the  bor¬ 
rower  or  Lender  shall  be  deemed  to  be  satis¬ 
factory  unless  such  renewed  agreement  meets 
the  requirements  of  this  Appendix.  Provided, 
further,  that  all  Subordination  Agreements 
must  meet  the  requirements  of  this  Appen¬ 
dix  within  6  years  of  (Effective  Date  of  Ap¬ 
pendix  A) .  * 
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B-I.  Securities  and  Money  Market  Instru¬ 
ments. 

A.  U.8.  Government  Securities. 

B.  Municipals. 

C.  Canadian  Debt  Obligations. 

D.  Certain  Municipal  Bond  Trusts  and 
Liquid  Funds. 

E.  Commercial  Paper,  Bankers  Acceptances 
and  Certificates  of  Deposit. 

F.  Nonconvertible  Debt  Securities. 

G.  Convertible  Debt  Securities. 

H.  Preferred  Stock. 

I.  Risk  Arbitrage  Positions. 

J.  All  Other  Securities. 

K.  Securities  with  a  Limited  Market. 

L.  Exceptions  to  K.  Above. 

B-n.  Stock  Options. 

A.  Definitions; 

1.  Listed  Option. 

3.  Unlisted  Option. 


B.  Certain  Adjustments  to  Working  Capi¬ 
tal  for  Listed  Options  before  Computing  the 
Deductions  Specified  In  C.  Below. 

C.  Deduction  from  Working  Capital  for 
Listed  Options  and  Securities  Positions  In 
which  the  Broker  or  Dealer  has  Offsetting 
Option  Positions: 

1.  Uncovered  Calls. 

2.  Uncovered  Puts. 

3.  Covered  Calls. 

4.  Covered  Puts. 

5.  8.  Conversion  Accounts. 

7.  Long  Over-the-Counter  Options. 

8.  Listed  Options. 

9.  10.  Certain  Security  Positions  with  Off¬ 
setting  Options. 

11,  13.  Certain  Spread  Positions. 

B-I.  Securities  and  Money  Market  Instru¬ 
ments. 

A.  U  S.  Government  Securities.  In  the  case 
of  a  security  Issued  or  guaranteed  as  to  prin¬ 
cipal  or  Interest  by  the  United  States  or  any 
agency  thereof,  the  applicable  percentages  of 
the  market  value  of  the  net  long  or  short 
position  In  each  of  the  categories  specified 
below  are: 

1.  Less  than  1  year  to  maturity.  0  percent. 

2.  1  year  but  less  than  3  years  to  maturity, 

1  percent. 

3.  3  years  but  less  than  5  years  to  maturity. 

2  percent. 

4. 8  yean  or  more  to  maturity.  3  percent. 

B.  Municipals.  In  the  case  of  any  municipal 
security  which  Is  not  traded  flat  or  In  default 
ae  to  principal  or  Interest,  the  applicable 
percentages  of  the  market  value  on  the 
greater  of  the  long  or  short  position  In 
each  of  the  categories  specified  below  are : 

1.  Lees  than  1  year  to  maturity.  1  percent. 

2.  1  year  but  leas  than  2  yean  to  maturity. 

2  percent. 

3.  2  yean  but  leas  than  5  yean  to  maturity, 

3  percent. 

4.  5  yean  or  more  to  maturity.  8  percent. 

C.  Canadian  Debt  Obligations.  In  the  case 
of  any  security  Issued  or  unconditionally 
guaranteed  as  to  principal  and  Interest  by 
the  Government  of  Canada,  the  percentages 
of  market  value  to  be  deducted  shall  be  the 
same  as  In  A  above. 

D.  Certain  Municipal  Bond  Trusts  and 
Liquid  Asset  Funds.  In  the  case  of  securities 
of  an  Investment  company  registered  under 
the  Investment  Company  Act  of  1940,  which 
assets  an  In  the  form  of  cash  or  securities 
or  money  market  Instruments  which  are  de¬ 
scribed  In  subdivision  A,  C  above  or  E  below, 
the  deduction  shall  be  8  percent  of  the 
market  value  of  the  greater  of  the  long  or 
short  position. 

E.  Commercial  Paper.  Bankers  Acceptances 
and  Certificates  of  Deposit.  In  the  case  of 
any  short-term  promissory  note  or  evidence 
of  indebtedness  which  has  a  fixed  rate  of 
Interest  or  Is  sold  at  a  discount  and  which 
has  a  maturity  date  at  date  of  Issuance  not 
exoeedtng  9  months  exclusive  of  days  of 
grace,  or  any  renewal  thereof,  the  maturity 
of  which  Is  likewise  limited  and  Is  rated  In 
one  of  the  three  highest  categories  by  at 
at  least  two  of  the  nationally  recognized 
statistical  rating  organizations,  or  In  the 
case  of  any  negotiable  certificates  of  deposits 
or  bankers  acceptance  or  similar  type  of  In¬ 
strument  Issued  or  guaranteed  by  any  bank, 
the  applicable  percentages  of  the  market 
value  of  the  greater  of  the  long  or  short 
positions  tn  each  of  the  categories  specified 
below  are: 

1.  Less  than  30  days  to  maturity.  0  percent. 

2.  30  days  but  less  than  91  days  to  maturity, 
ft  of  1  percent. 

3.  91  days  but  leas  than  181  days  to  ma¬ 
turity,  ft  of  1  percent. 

4.  181  days  but  less  than  271  days  to  ma¬ 
turity,  ft  of  l  percent. 
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5. 271  days  but  leas  than  1  year  to  maturity, 
^  of  1  percent, 

6.  With  respect  to  any  negotiable  certificate 
of  deposit  or  bankers  acceptance  or  similar 
type  of  Instrument  Issued  or  guaranteed  by 
any  bank  as  defined  above  having  1  year  or 
more  to  maturity,  the  deduction  shall  be 
on  the  greater  of  the  long  or  short  position 
and  i*i*ii  be  the  same  percentage  as  that 
prescribed  in  A.  above. 

P.  Nonconvertible  Debt  Securities.  In  the 
case  of  nonconvertible  debt  securities  having 
a  fixed  Interest  rate  and  fixed  maturity  date 
and  which  are  not  traded  flat  or  In  default 
as  to  principal  or  Interest  and  which  are 
rated  In  one  of  the  four  highest  rating  cate¬ 
gories  by  at  least  two  of  the  nationally 
recognized  statistical  rating  organizations, 
the  applicable  percentages  of  the  market 
value  of  the  greater  of  the  long  or  short 
potsltion  in  each  of  the  categories  specified 
below  are: 

(1)  Less  than  1  year  to  maturity.  1  percent. 

(2)  1  year  but  less  than  2  years  to  matur¬ 
ity.  2  percent. 

(3)  2  years  but  less  than  3  years  to  matur¬ 
ity,  3  percent. 

(4)  3  years  but  less  than  4  years  to  matur¬ 
ity,  4  percent. 

(5)  4  years  but  less  than  5  years  to  matur¬ 
ity,  S  percent  and 

(6)  5  years  or  more  to  maturity.  7  percent. 

O.  Convertible  Debt  Securities.  In  the  case 

of  a  debt  security  not  In  default  which  has 
a  fixed  rate  of  Interest  and  a  fixed  maturity 
date  and  which  Is  convertible  Into  an  equity 
security,  the  deductions  shall  be  as  follows: 
If  the  market  value  Is  100  percent  or  more 
of  the  principal  amount,  the  deduction  shall 
be  determined  as  specified  In  subdivision  J. 
below;  If  the  market  value  Is  less  than  the 
principal  amount  the  deduction  shall  be 
determined  as  specified  In  subdivision  P. 
above  If  such  securities  are  rated  as  required 
by  subdivision  P.  above. 

H.  Preferred  Stock.  In  the  case  of  cumula¬ 
tive  nonconvertible  preferred  stock  ranking 
prior  to  all  other  classes  of  stock  of  the  same 
Issuer,  which  are  not  In  arrears  as  to  divi¬ 
dends,  the  deduction  shall  be  20  percent  of 
the  market  value  of  the  greater  of  the  long 
or  short  position. 

I.  Aisle  Arbitrage  Positions.  In  the  case  of 
each  risk  arbitrage  transaction,  the  deduc¬ 
tion  shall  be  30  percent  (or  such  other  per¬ 
centage  as  required  by  this  subdivision)  on 
the  long  or  equivalent  short  position,  which¬ 
ever  has  the  greater  market  value.  A  “risk 
arbitrage  transaction”  shall  mean  the  sgle 
(either  when  Issued,  when  distributed  or 
short)  of  securities  Involved  In  -a  pending 
merger,  consolidation,  transfer  of  assets,  ex¬ 
change  offer  recapitalization  or  other  similar 
transaction  which  has  been  publicly  an¬ 
nounced  and  has  not  been  terminated.  In 
connection  with  a  previous  or  approximately 
simultaneous  offsetting  purchase  of  other 
securities  which  upon  consummation  of  the 
transaction  will  result  In  the  equivalent  of 
the  securities  sold. 

J.  All  Other  Securities.  In  the  case  of  all 
securities,  except  those  described  In  part  n 
Of  this  Appendix,  which  are  not  Included  In 
any  of  the  percentage  categories  enumerated 
In  A.— I.  above  or  K.  (2)  below,  the  deduction 
shall  be  SO  percent  of  the  market  value  of  the 
greater  of  the  long  or  short  position  and  to 
the  extent  the  market  value  of  the  lesser  of 
the  long  or  short  position  exceeds  25  percent 
of  the  market  valtie  of  the  greater  of  the  long 
or  short  position,  there  shall  be  a  percentage 
deduction  on  such  excess  equal  to  16  percent 
of  the  market  value  of  such  excess.  Pro¬ 
vided,  that  no  deduction  need  be  made  in 
the  case  of  (1)  a  security  which  is  con¬ 
vertible  Into  or  exchangeable  for  other  securi¬ 
ties  within  a  period  of  90  days,  subject  to  no 
conditions  other  than  the  payment  of  money 


pnrf  the  other  securities  Into  which  such 
security  Is  convertible  or  for  which  it  is  ex¬ 
changeable,  are  short  In  the  accounts  of  such 
broker  or  dealer  or  (2)  a  security  which  has 
been  called  for  redemption  and  which  Is 
redeemable  within  90  days. 

K.  Securities  with  a  Limited  Market.  In 
the  case  of  securities  (other  than  exempted 
securities,  nonconvertible  debt  securities, 
and  cumulative  nonconvertible  preferred 
stock)  which  are  not:  (1)  traded  on  a  na¬ 
tional  securities  exchange;  (2)  designated  as 
“OTC  Margin  Stock;”  (3)  quoted  on  “NAS 
DAQ";  or  (4)  redeemable  shares  of  Invest¬ 
ment  companies  registered  under  the  In¬ 
vestment  Company  Act  of  1940,  the  deduc¬ 
tion  shall  be  as  follows: 

1.  In  the  case  where  there  are  regular  quo¬ 
tations  In  an  Inter -dealer  quotations  system 
for  the  securities  by  three  or  more  Inde¬ 
pendent  market-makers  (exclusive  of  the 
computing  member)  and  where  each  such 
quotation  represents  a  bona  fide  offer  to 
brokers  or  dealers  to  both  buy  and  sell  rea¬ 
sonable  quantities  at  stated  prices,  or  where 
a  ready  market  as  defined  In  (a)  and  (b) 
below  Is  deemed  to  exist,  the  deduction  shall 
be  determined  In  accordance  with  J.  above. 

(a)  “Ready  market’’  shall  Include  a  recog¬ 
nized  established  securities  market  In  which 
there  exists  Independent  bona  fide  offers  to 
buy  and  sell  so  that  a  price  reasonably 
related  to  the  last  sales  price  or  current  bona 
fide  competitive  bid  and  offer  quotations  can 
be  determined  for  a  particular  security  al¬ 
most  Instantaneously  and  where  payment 
will  be  received  In  settlement  of  a  sale  at 
such  price  within  a  relatively  short  time 
conforming  trade  custom. 

(b)  A  “ready  market”  shall  also  be  deemed 
to  exist  where  securities  have  been  accepted 
as  collateral  for  a  loan  by  a  bank  and  where 
the  Member  demonstrates  to  Its  Examining 
Authority  that  such  securities  adequately 
secure  such  loans. 

2.  In  the  case  where  there  are  regular 
quotations  In  an  Inter-dealer  quotations  sys¬ 
tem  for  the  securities  by  only  one  or  two 
Independent  market-makers  (exclusive  of 
the  computing  Member)  and  where  such 
quotation  represents  a  bona  fide  offer  to 
brokers  or  dealers  both  to  buy  and  sell  In 
reasonable  quantities  at  stated  prices,  the 
deduction  on  both  the  long  and  short  posi¬ 
tion  shall  be  40%. 

L.  Exception  to  K.  above.  Where  a  Mem¬ 
ber  demonstrates  that  there  is  sufficient  liq¬ 
uidity  for  any  securities  long  or  short  in 
the  proprietary  or  other  accounts  of  the 
Member  which  are  subject  to  a  deduction 
required  by  K.  above,  such  deduction,  upon 
a  proper,  showing  to  the  Examining  Author¬ 
ity,  may  be  appropriately  decreased,  but  In 
no  case  shall  such  deduction  be  less  than 
that  prescribed  In  J.  above. 

B-II.  Stock  Options 

A.  Additional  Definitions. — 1.  “Listed  op¬ 
tion”  means  any  option  traded  on  a  reg¬ 
istered  national  securities  exchange  or  fa¬ 
cility  of  a  registered  national  securities 
association. 

2.  “Unlisted  option"  means  any  option 
not  traded  on  a  registered  national  securi¬ 
ties  exchange  or  facility  of  a  registered  na¬ 
tional  securities  association. 

B.  Certain  Adjustments  to  Working  Cap¬ 
ital  for  Listed  Options  Before  Computing 
the  Deductions  Specified  in  C.  below. — 1. 
The  market  value  of  short  positions  In  listed 
options  shall  be  added  to  Working  Capital 
and  the  market  value  of  any  long  positions 
In  listed  options,  which  relate  to  long  or 
short  securities  positions  or  short  positions 
In  listed  options,  shall  be  deducted  from 
Working  Capital,  and; 

2.  The  amount  by  which  the  market  value 
of  a  short  security  position,  which  Is  related 
to  a  long  listed  call,  exceeds  the  exercise 


value  of  such  long  call,  or  the  amount  by 
which  the  exercise  value  of  a  lorg  listed  put, 
which  Is  related  to  a  long  security  position, 
exceeds  the  market  value  of  the  long  secu¬ 
rity,  shall  be  added  to  Working  Capital,  and; 

3.  The  amount  by  which  the  market  value 
of  the  underlying  security  would  exceed  the 
exercise  value  of  the  short  listed  call,  or  the 
amount  by  which  the  exercise  value  of  a 
short  listed  put  exceeds  the  market  value 
of  the  underlying  security,  shall  be  de¬ 
ducted  from  Working  Capital. 

C.  Deduction  from  Working  Capital  for 
Uncovered  Options  and  Securities  Positions 
in  Which  the  Broker  or  Dealer  has  Offset, 
ting  Option  Positions.  Every  Member  shall 
In  computing  Adjusted  Working  Capital  de¬ 
duct  from  Working  Capital  the  percentages 
of  all  securities  positions  or  options  In  the 
proprietary  or  other  accounts  of  the  Mem¬ 
ber  specified  below.  However,  where  the 
computation  of  deductions  required  for  op¬ 
tion  positions  as  If  uncovered  and  security 
positions  as  If  there  were  no  related  option 
pos'tlons  would  result  In  a  lesser  deduction 
from  Working  Capital,  the  Member  may 
compute  such  deductions  separately. 

1.  Uncovered  Calls.  Where  a  Member  Is 
short  a  call,  deduct,  after  the  adjustment 
provided  for  in  B-II.B.  above,  30  percent 
(or  such  other  percentage  required  by  B-I. 
A.-K.)  of  the  current  market  value  of  the 
security  underlying  such  option,  reduced  by 
any  excess  of  the  exercise  value  of  the  call 
over  the  current  market  value  of  the  under¬ 
lying  security.  Provided  that.  In  no  event 
shall  this  deduction  be  less  than  $250  for 
each  option  contract  for  100  shares. 

2.  Uncovered  puts.  Where  a  Member  Is 
short  a  put,  deduct,  after  the  adjustment 
provided  for  In  B-II.B..  30  percent  (or  such 
percentage  required  by  B-I.A-K.  above)  of 
the  current  market  value  of  the  security 
underlying  the  option,  reduced  by  any  excess 
of  the  market  value  of  the  underlying  secur¬ 
ity  over  the  exercise  value  of  the  put.  Pro¬ 
vided  that  In  no  event  shall  this  deduction 
be  less  them  $250  for  each  option  contract 
for  100  shares. 

3.  Covered  Calls.  Where  a  Member  Is  short 
a  call  and  long  equivalent  units  of  the  un¬ 
derlying  security,  deduct,  after  the  adjust¬ 
ment  provided  for  In  B-II.B.  above  30  per¬ 
cent  (or  such  other  percentage  required  by 
B-I  A.-K.  above)  of  the  current  market  value 
of  the  underlying  security,  reduced  by  any 
excess  of  the  current  market  value 
of  the  underlying  security  over  the  exercise 
value  of  the  call.  Provided  that  no  such  re¬ 
duction  shall  have  the  effect  of  Increasing 
Adjusted  Working  Capital. 

4.  Covered  Puts.  Where  a  Member  Is  short 
a  put  and  short  equivalent  units  of  the  un¬ 
derlying  security,  deduct,  after  the  adjust¬ 
ment  provided  for  in  B-II.B.  above,  30  per¬ 
cent  (or  such  other  percentage  required  by 
B-I.  A.-K.  above)  of  the  current  market 
value  of  the  underlying  security  reduced  by 
any  excess  of  the  exercise  value  of  the  put 
over  the  market  value  of  the  underlying  se¬ 
curity.  Provided  that  no  such  reduction  shall 
have  the  effect  of  Increasing  Adjusted  Work¬ 
ing  Capital. 

5.  Conversion  Accounts.  Where  a  Member 
Is  long  equivalent  unite  of  the  underlying 
security,  long  an  unlisted  put  written  or 
endorsed  by  a  broker  or  dealer  and  short  an 

'  unlisted  call  In  his  Proprietary  or  other  ac¬ 
counts,  deduct  10  percent  (or  50  percent  of 
such  other  percentage  required  by  B-I.  A.-K. 
above)  of  the  market  value  of  the  underly¬ 
ing  security. 

6.  Where  a  Member  Is  short  equivalent 
units  of  the  underlying  security,  long  an  un¬ 
listed  call  written  or  endorsed  by  a  broker 
or  dealer  and  short  an  unlisted  put  In  his 
Proprietary  or  other  accounts,  deduct  10 
percent  (or  50  percent  of  such  other  per- 


FEDERAL  REGISTER,  VOL  42,  NO.  102 — THURSDAY,  MAY  2«,  1977 


PROPOSED  RULES 


27187 


centage  required  by  B-I.  A.-K.  above)  of 
the  market  value  of  the  underlying  security. 

7.  Long  Over-the-Counter  Options.  Where 
a  Member  is  long  an  unlisted  put  or  flail  en¬ 
dorsed  or  written  by  a  broker  or  dealer,  de¬ 
duct  30  percent  (or  such  other  percentage 
required  by  B-I.  A.-K.  above)  of  the  market 
value  of  the  underlying  security,  not  to  ex¬ 
ceed  any  value  attributed  to  such  option  In 
(a)  and  (b)  below. 

(a)  In  determining  Working  Capital  all 
long  and  all  short  positions  In  listed  options 
shall  be  marked  to  their  market  value. 

(b)  In  determining  Working  capital  the 
value  attributed  to  any  unlisted  option  shall 
be  the  difference  between  the  option's  exer¬ 
cise  value  and  the  market  value  of  the  un¬ 
derlying  security.  In  the  case  of  an  unlisted 
call.  If  the  market  value  of  the  un¬ 
derlying  security  Is  leas  than  the  exercise 
value  of  such  call.  It  shall  be  given  no  value 
and  In  the  case  of  an  unlisted  put  If  the 
market  value  of  the  underlying  security  Is 
more  than  the  exercise  value  of  the  unlisted 
put  It  shall  be  given  no  value. 

8.  Listed  Options.  Where  a  Member  is  long 
listed  options  and  there  Is  no  offsetting  se¬ 
curity  position,  deduct  30  percent  of  the 
market  value  of  any  net  long  positions  In 
options  In  the  same  underlying  security,  with 
the  same  exercise  price  and  the  same  expira¬ 


tion  date.  Where  a  Member  has  a  net  short 
position  In  an  option  In  the  same  underlying 
security,  with  the  same  exercise  price  and 
the  same  expiration  date  ahd  for  which  the 
broker  or  dealer  does  not  have  a  related  posi¬ 
tion  In  the  underlying  security  or  an  option 
position  otherwise  provided  for  In  this  Ap¬ 
pendix  the  deduction  shall  be  determined  as 
provided  In  n.C.  (1)  or  (9)  of  this  Appendix. 

9.  Certain  Security  Positions  with  Offset¬ 
ting  Options.  Where  a  Member  Is  long  a 
security  for  which  he  la  also  long  a  listed 
put  (such  Member  may  In  addition  be  short 
a  call) ,  deduct,  after  the  adjustments  pro¬ 
vided  in  B-H3.  above,  30  percent  of  the 
market  value  of  the  long  security  position 
not  to  exceed  the  amount  by  which  the 
market  value  of  equivalent  units  of  the  long 
security  position  exceeds  the  exercise  value 
of  the  put.  Provided,  that  If  the  exercise 
value  of  the  put  Is  equal  to  or  exceeds  the 
market  value  of  equivalent  units  of  the  long 
security  position,  no  percentage  deduction 
shall  he  applied. 

10.  Where  a  Member  Is  short  a  security  for 
which  he  Is  also  long  a  listed  call,  (such 
Member  may  In  addition  be  shori  a  put) 
deduct,  after  the  adjustments  provided  In 
B-n.B.  above.  30  percent  of  the  market  value 
of  the  short  security  position  not  to  exceed 
the  amount  by  which  the  exercise  value  of 
the  long  call  exceeds  the  market  value  of 


equivalent  units  of  the  short  security  posi¬ 
tion.  Provided,  that  If  the  exercise  value  of 
the  call  Is  less  than  or  equal  to  the  market 
value  of  equivalent  units  of  the  short  secu¬ 
rity  position  no  percentage  deduction  shall 
be  applied. 

11.  Certain  Spread  Positions.  Where  a 
Member  Is  short  a  listed  call  and  Is  also  long 
a  listed  call  In  the  same  class  of  option  con¬ 
tracts  and  the  long  option  expires  on  the 
same  date  as  or  subsequent  to  the  short  op¬ 
tion,  deduct,  after  the  adjustments  required 
In  B-n.B  above,  the  amount  by  which  the 
exercise  value  of  the  long  call  exceeds  the 
exercise  value  of  the  short  call.  Provided, 
that  If  the  exercise  value  of  the  long  call  Is 
less  than  or  equal  to  the  exercise  value  of 
the  short  call,  no  deduction  Is  required. 

13.  Where  a  Member  Is  short  a  listed  put 
and  Is  also  long  a  listed  put  In  the  same 
class  of  option  contracts  and  the  long  option 
expires  on  the  same  date  as  or  subsequent 
to  the  short  option,  the  deduction  after  the 
adjustments  required  In  B-II-B.  above,  shall 
be  the  amount  by  which  the  exercise  value 
of  the  short  put  exceeds  the  exercise  value 
of  the  long  put.  Provided,  that  If  the  exercise 
value  of  the  long  put  Is  equal  to  or  greater 
than  the  exercise  value  of  the  short  put,  no 
deduction  Is  required. 
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